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PREFACE 

So much good material has already been published on 
the subject of auditing that one naturally hesitates in 
making further additions to the supply. In fact, there 
can be very little justification in adding to this class 
of literature unless the contribution be of such nature 
that something of really practical value results. 

This work, tho it makes no daim to any finalities, is 
an attempt to deliver to the student of auditing and to 
the beginning practitioner a guide on procedure. Not 
only is it the intention to cover the various accounts 
that must be examined and analyzed in an audit and 
the reasons for such inspection, but it is more vitally 
the object to outline the actual methods, or procedure, 
necessary to secure satisfactory results from such 
examinations and analyses. Not what and why, but 
how — ^that is the essential message ot this book. 

Within the limited scope of this work it has, of 
course, been impossible to delve into accounting prob- 
lems affecting every peculiar type of business organizar 
tion. The object of the book is a general one, and the 
remarks herein must therefore be limited by that 
object. 

It is almost needless to state that the standard works 
on auditing have been freely used as aids for sub- 
ject matter as well as for arrangement. It will be 
noted that the arrangement follows the more accept- 
able forms of balance sheet and profit and loss state- 
ment construction. 

iii 



Digitized by V^OOQIC 

547595 



iv Preface 

It is hoped that this woris will accomplish its mission 
of supplying the necessary tools for actual practice in 
as efficient a manner as other texts have developed the 
theory, principles, and objects of auditing. 

The author wishes to gratefully acknowledge the help- 
ful suggestions and constructive criticisms offered by 
Lloyd Morey, A.B.y C.PA., Instructor in Accountancy 
and Acting Comptroller at the University of Illinois^ 
and by Jonathan B. Cook, C.P A., member of the Ameri- 
can ibistitute of Accountants, of the firm of Jonathan 
B. Cook & Company, Certified Public Accountants, 
Chicago, Illinois. 

WqiLiam B. Castbnholz. 
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AUDITING PRCXEDURE 

CHAPTER I 

AUDITIMQ AMD FUBUO AOOOUMTUIQ 

Anditing, unlike bookkeeping, is an analytioal process. 
It not only implies a thoro knowledge of accounts and 
the principles underlying their construction, but demands 
the power to analyze properly the details of business 
transactions and to synthesize correctly the operations 
of a business. An auditor's report, therefore, must not 
be merely a logical grouping of accounts ; it must reveal 
fully the value of certain forces in accomplishing 
desired results and their effect on the financial status 
of a business organization. 

Many practitioners wrongly believe that the principal 
end of an audit is to verify the arithmetical accuracy 
of the books, to make a statement that the accounts 
were examined and found correct, and to add a balance 
sheet and a profit and loss statement However, this 
conception is too limited. The auditor must be not 
only an accountant who understands thoroly the con- 
struction of the accounts examined; he must to a very 
large degree be a business analyst He must reveal 
to the business man the effect of business policies and 
the factors which contribute to greater cohesion and 
efficiency in administration, office routine, fctctooy pro- 
duction, or marketing. It is the business^buildisg, con- 
structive side of auditing that is of greatest worth. 

1 
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2 Auditing Procedure "^ 

The prooessee involved are merely means towards this 
constractive end. 

To supply the requisite business education required 
of a public accountant is not the object of this book. 
It is limited to the actual procedure of making an 
audit. We have in mind, however, to impress upon 
the prospective public accountant and some of the 
present practitioners the need for a general business 
education so that auditors' reports may be real and 
valuable sources of information and histories of operar 
tions rather than stereotyped certificates. Our object 
is to encourage the prospective public accountant and 
auditor to fit himself to be more than a mere checker 
of figures — in fact, to make himself a business advisor. 

If one hopes to become a really sucoessful public 
accountant, he must study more than accountancy; he 
must meet requirements other than those demanded 
in the C. P. A. examinations. He should be a student 
of econcmiics and industrial conditions; he should knoiKr 
public finance and taxation; and he should be some- 
what familiar with market reports, business tendencies, 
and the politico-economic legislation of his country. 
Business administration and organization, corporation 
finance, banking, business law, office systems and man- 
agement, cost accounting and efficiency work — all these 
form a part of the successful public accountant's fund 
of knowledge. He must have in addition to all these 
personality and tact 

Tbb Valub of ak Axmrr 

The value of audits and examinations is limited by 
their scope and nature. Normally a complete audit 
should be the most valuable. A limited audit or investi- 
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Auditing and Public Accounting 3 

gation can have only limited value, altho many useful 
suggestions for improvement in acoounting procedure 
may develop from such special examinations. For 
example, an examination to determine the extent of a 
defalcation may carry with it recommendations which 
may make a recurrence of such an evil practically 
impossible. 

Outside of any special consideraticms a regular audit 
is valuable in that it affords an external, impartial 
verificati6n of business operations and the financial 
condition. It assures the management of the ability 
of an acoounting department and of the reliability of 
its statements. It has value for credit purposes either 
with the banker or with the creditor, and it is almost a 
necessity for the effective sale of securities. If the 
audit be truly constructive, it should reveal the impor- 
tant, vital tendencies that make for progress and profit 
and the forces that engender loss. It should show 
up the weak points in organization and the errors 
in accounting principle, and it should be instrumental, 
as far as possible, in developing the accounting pro- 
cedure of a business organization. Thru constructive 
suggestions it should actually lead to the introduction 
of office economies and to greater efficiency in office 
and general business administration. 

It may be that we are somewhat sanguine in our 
valuation of proper audits, but it has been our good 
fortune to be associated with public accountants giving 
values such as those outlined. It is encouraging to 
note that among high-class practitioners an equally 
high value is set upon the profession of auditing. 
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CHAPTER n 

VARIOUS waaam of audits ahb xxAimr AnoMS 

Audits and examinations are nsually classified aooord- 
ing to their isoope and character, as follows : 

1. Balance sheet audits. 

2. Complete audits. 

3. Continuous audits. 

4. Special examinations. 

Balance Sheet Audits 

A balance sheet audit is confined entirely to the veri- 
fication of assets and liabilities or to the trial balance 
accounts after closing. Every asset and liability must 
be verified, but yet a balance sheet audit cannot result 
in an unqualified certificate as to financial position. 
Tho the Surplus Account in a balance sheet may be 
thoroly analyzed and some of its component elements 
thoroly tested, a true balance sheet audit precludes 
the detailed examination of the operations that create 
surplus. The auditor's certificate, following a balance 
sheet audit, may therefore state that the assets and 
liabilities as shown by the books or by the auditor's 
statement are correct and that they have been fully 
verified; but a certain qualification must be noade as 
to the Surplus Account forming part of the net worth 
of the business. That qualification need not impair 
the value of the certificate, but it should clearly indi* 

4 
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Kinds of Audits and Examinations 5 

cate that no detailed examination of operations was 
included in the auditor's work. Any intelligent reader 
having confidence in the auditor certifying to a balance 
sheet will readily asaent to the conclusion that, if the 
assets and liabilities are correctly stated, the net worth, 
including capital invested or capital stock (both subject 
to complete verification) and surplus, must also be 
correct, at least as a totality. 

Complete Atmrrs 

The most satisfactory audit, at least from the public 
accountant's viewpoint, is the complete, or detailed, 
audit. This form of audit embraces the verification 
not only of assets and liabilities, but also of all income 
and expenditure during a period; therefore, no com- 
punctions as to conclusions need be felt by the auditor, 
provided, of course, that he has done his work faithfully 
and accurately. There is greater value in a complete 
audit than in a partial one, because the effects of results 
from operation can be very clearly associated with 
changes in financial position. An analysis of operations 
is valuable, moreover, if the auditor is of that pro- 
gressive type who believe that constructive suggestions 
as to operating or accounting procedure are apropos 
in an auditor's report. 

Continuous Aunrrs 

A continuous audit may be either limited or com- 
plete in its scope and would therefore be confined to 
the purposes in view. But the essential feature of a 
continuous audit is its periodicity; it may be monthly, 
quarterly, or semiannually. It has the advantage of 
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6 Auditing 'Procedure 

keeping the accomiting staff of the concern audited 
on the qui vive and reflects to the management very 
clearly, if properly done, the current tendencies of 
business operations. Practically all up-to-date business 
enterprises are equipped with accounting systems that 
show currently the results from operation; progressive 
business men are no longer content to wait complacently 
until the end of a fiscal period for a statement of profit 
and loss. The need for changes in pricing and the 
varying costs of production and of raw materials make 
monthly operating statements a necessity. To be sure 
that all these variations are properly included in 
the accounts, gives the continuous audit a very specific 
value. 

Special Examinations 

Special examinations are absolutely limited by their 
content and have in view merely the determination 
of some specific point. Such investigations may arise 
out of litigation; from suspected fraud or defalcation; 
from partnership disputes; from fire loss adjustments; 
from the interests of patent holders in royalties; from 
the demands of creditors; or from a host of special 
interests either within a business organization or 
outside. 

The auditor's liability and responsibility is limited 
by the nature of his examination or audit. In a com- 
plete audit he should assume full responsibility; in all 
other audits or investigations he should make his dient 
understand that his responsibility is limited by the 
scope of his engagement. 
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CHAPTER m 

AUDIT OF BAIiANCX SHSKT AOO O IHTJn i 

The Cash Account 

(a) Where all cash is deposited intact in bank and 
where all disbursements are by bank check: 

The cash andit in institutions where all cash receipts 
are deposited in bank intact and where all disburse- 
ments are by bank check, is fairly simple. 

To begin with, a cash account constructed in this 
manner can be proved in total. In other words, the 
entire receipts per cash receipts record should agree 
with the total deposits per bank statement, and the 
disbursements per check register should agree, after 
considering checks outstanding, with the bank's state- 
ment of withdrawals. If the genuineness of the bank 
statements has been determined and one is certain that 
they have not been altered, it will not be necessary 
to verify the footings of the cash receipts record or 
of the check register. The footings must be correct 
if 'they agree with the total of deposits and disburse- 
ments per bank statements, after making the necessary 
adjustments for deposits entered by the bank at the 
beginning of period audited or after period of audit 
which were entered on books prior to the beginning 
of period or before the dose of the period respectively, 
and after making provision for outstanding checks at 
the beginning and the end of the period. 

2 7 
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8 Auditing Procedure 

Even tho all receipts may be deposited intact, there 
is still a ohanoe that receipts may net a^^ree with 
deposits. This will be tme if the bank deducts exchange 
when deposits are made. If the banker cannot be 
persnaded to abandon this practice and to substitute 
therefor a monthly statement of exdiange charges to 
be paid by check, the depositor should pay these 
out of petty cash or provide a bank exchange col- 
umn in his cash receipts record; this when deducted 
from the gross receipts, will agree with the bank- 
er's statement of deposits. As a rule, any reputa- 
ble business houise can induce the bank to present 
monthly statements of exchange and to aoeept all 
deposits at their face value. The same procedtire is 
in use for exchange on drafts or interest on drafts; 
the banks render monthly statements for both. Inter- 
est on drafts discounted can, of course, not be pre- 
determined unless the draft be specific as to date 
of payment If the draft be ''at sight'* or ''on arrival 
of goods,'' it will be impossible to know the exact 
date when the draft will be paid and the proceeds 
delivered to the discounting bank. 

The auditor , in verifying the Cash Account may 
ordinarily secure his proof of cash book footings by 
the use of the following schedule: 



Deposits for period per bank statements $.. 

Deduct: 
Deposits Included in period by bank but 
shown as deposited prior to period in cash 

receipts record • • . • • • • • .f 

Less entries in cash receipts record for checks 

cancelled after entry in check register (if 

any/ . . . . . • • • • • • • •••••••• • 
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Audit of Balance Sheet Accounts 9 



Add— Deposits entered in cssb receipts record during 
period but credited by bank subsequent thereto . . 



Total Receipts or Deposits per cash receipts record . . $. 

niSBUBSKMSNTS I 

Total withdrawals during period per bank statements . f. 
Deduct: 
Outstanding checks at beginning of period 
included in withdrawals per bank state- 
ment during period but entered prior to 

period on check register 9 

Leas cancelled checks entered in check register 
but not mailed 



Add— Checks outstanding at end of period (included in 
check register but of course not shown on bank state- 
ment of withdrawals) 



Total Disbursements per check register $ 



The cash on hand at the end of the period will 
represent cash in bank per books. To reconcile this 
balance with the bank balance will reqnire the prepara* 
tion of a bank reconciliation statement, as follows: 

Balance per bank statement $ 

Add — ^Deposits per cash receipts record credited by bank 
subscQuently 



Deduct — Outstanding checks 
Check No. Amount 

• ••■•a. 9 • • a a • • • . ■ ■ ■ .e******** 



Balance per books 
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10 Auditing Procedure 

The balance per bank stat^nent most be verified 
by a certificate from the banker addressed directly 
to the auditor. The deposits per books during the 
period, not credited by the bank until the month fol- 
lowing, should be compared with the bank statement 
for that month sent to the auditor direct (if he is 
still on the engagement) or they should be confirmed 
by a letter from the banker. 

If an audit is made several months after the dose 
of the period to be covered, the auditor should secure 
a bank reconciliation at the time he begins the audit 
and the transactions should be traced back to prove 
the balance to which he will be expected to certify. 
The outstanding checks at the dose of the period could 
then, as a rule, be actually verified because they would 
have been returned by the bank. This proof of out- 
standing chedcs should be thoro and should include 
the inspection of the cancellation dates on the checks, 
shown either by perforation or by rubber stamp. 
If the book balance is verified at a date subsequent 
to the end of the period under audit, the balance at 
the end of the period per books can be proved in 
the following manner: 

Balance per books (on date gabseqnent to end of period) . $. 

Add — DisbnTBementa from end of period to above date 



Deduct— Receipts from end of period to above date . . 



Book balance at end of period under audit 

In preparing a bank reconciliation statement, com- 
pare the cancelled checks for the last month in detail 
with the check register and the outstanding checks listed 
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Audit of Balcmce Sheet Accounts 11 

from the check register. If there are checks outstand- 
ing issued prior to the last month, their nature should 
be carefully investigated ;, if any suspicion exists, the 
payee shoiUd be asked to pass on the validity of the 
check and to tell if possible why it had not been 
promptly cashed. If a voucher system is in operation, 
the vouchers authorizing payment and the bills attached 
should be carefully scrutinized. 

In a complete audit the cancelled chedts should be 
inspected and compared with the check register; if 
there are direct charges to Expense or General Ledger 
accounts, the nature of the payments should be investi- 
gated and authorizations secured. Where a well-devel- 
oped plan of internal checks exists, it is not necessary 
to inspect all the checks, but thoro tests of several 
months should be made. At any rate, the auditor 
should satisfy himself that the checks are in payment 
of properly authorized purposes. Tho an indorsed 
check may serve as a receipt, the indorsement tells 
nothing of the basis or the validity of payment. 

(b) Where receipts are not all deposited, but are 
used partly for petty cash disbursements: 

It is somewhat unfortunate that certain business 
men cannot be convinced that the deposit in the bank 
of all receipts intact is the simplest and safest method 
of controlling their cash, and that the practice of using 
currency receipts for direct cash disbursements is not 
only dangerous but unsatisfactory from an accounting 
standpoint. In auditing the Cash Account under such 
conditions a great deal more care must be exercised 
and considerably more work performed by the auditor. 

In verifying the Cash Account as a whole it will be 
necessary to account for the receipts that have been 
deposited by checking them with the deposits per bank 
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12 Auditing Procedure 

statements as well as for the receipts not deposited. 
After dheddng ont the receipts deposited, consider the 
receipts not thus accounted for as a total, for the 
purpose of proving the actual currency on hand when 
the cash is counted. For the same purpose the dis- 
bursements must be classified as che<^ and currency 
disbursements. The cash book footings for both receipts 
and disbursements should be verified for the entire 
period, the cancelled chedcs examined, and proper 
authorizations secured and inspected for the currency 
disbursements. 

The cash balance at an^ time will consist of cash 
in bank and cash on hand. The cash on hand must 
be verified by actual count and the caah in bank in 
the manner heretofore outlined. If the actual cash 
balance verified is subsequent to the date to be covered 
by the auditor's certificate, the Cash Account must 
be proved back and the following form of working 
sheet may be used therefor: 

Bank Currency Total 

Balance (at date of aetiial ooant) . 1 9 I 

Add^Disbonements from date cov- 
ered by certificate to date of 
actual ooQiit • • • • • • • •••••••• •••••••• 



Deduct—Receipts from date covered 
by certificate to date of actual 
count •• 



Balance at date covered by certifi- 
cate and composition of cash bal- 
ance • • • • • • • * ?•• 



The footings of both sides of the cash book must 
be verified to the date when the cash is eounted and 
the totals inserted and initialed by the auditor in ink. 
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Audit of Balance Sheet Accounts 13 

As a role, where disbursements are made out of 
currency receipts and the entries on the cash book 
intermingled with check disbursements, no voucher 
system is in use and the distribution of ^expense 
comes thru the cash book. If this be the case, the 
disbursements should be vouched at the time the 
checks are compared with the cash book entries. 

OOUNTIKG THB 0A8H 

Where all receipts are deposited intact and all dis- 
bursements are by bank chec^, there need be no spe- 
cial haste in counting the cash on hand. The cash 
on hand will, in most of such instances, be composed of 
a petty cash fund operated imder the imprest system. 
The cashier must at all times have on hand in actual 
cash, or in actual cash and proper receipts, the specific 
sum called for by the Petty Cash Fund Account in 
the general ledger. The actual cash should be counted 
and classified as paper money, silver, gold, pennies, 
eta, and the receipts listed in detail. If any of the 
receipts are for advances, they should show the proper 
authorizations and these in turn should be referred to 
the authority indicated for inspection. Checks cashed 
for employees or others should be listed and the cashier 
instructed to cash them at once; an advance or a 
shortage might easily be covered by a fictitious check 
in the petty cash drawer. 

The counting of the cash in concerns where the 
receipts are not all deposited, does not vary from 
any other cash count. As a rule, however, it will 
be found that there are a larger number of items 
carried as cash and that the safeguarding ot the cash 
is not so eflSicient. Therefore, in such cases, greater 
care must be exercised in inspecting all cash items. 
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14 Auditing Procedure 

THE CASH AUDIT TN QWTBBLAJj 

It iS| of oourse, possible in some instances to prove 
the Cash Aooount thru other acxx>imts. Thus, if all 
cash received comes from Accounts Receivable, the cash 
receipts must be the result obtained by deducting the 
final balance of the Accounts Beoeivable from the 
sum of the beginning balance and the sales charges 
for the period, provided there were no allowances, 
discounts, or accounts written off or adjusted. At any 
rate, a test of this kind would indicate the amount 
of credits to Accounts Beceivable other tlian cash; 
if these were excessive, the knowledge thereof might 
prove the basis for uncovering manipulations or actual 
defalcations. Testing accounts thru other interdepen- 
dent or related accounts is always valuable, and may 
lead to startling disclosures. 

In auditing the Cash Account the auditor should 
assure himself that there are no liens against the 
bank balance, and where concerns operate branch offices, 
that all cash in transit is properly accounted for. 

An auditor may be able in a number of ways to 
give constructive advice in connection with the Cash 
Aceoimt. To begin with, he should show the value 
of depositing all receipts intact in the bank and of 
paying everything thru bank check, the greater sim- 
plicity of handling petty cash disbursements thru an 
imprest system of petty cash fund^ and he should 
propose the necessary forms — cash receipts record, 
check register, and voucher register — to accomplish 
these ends. 

Many business men are still of the opinion that large 
bank balances are highly desirable. They may add 
color to a balance sheet, but as a rule they indicate 
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a weak business policy. Hoarding is elementary; to 
use money productively and always productively, is 
the essence of progressive business. Tho all surplus 
cash funds may not be used advantageously for expand- 
ing sales or enlarging production, they may always be 
placed in sx>ecial deposit or savings accounts where 
they will draw interest; or they may be invested in 
readily convertible securities at even a higher rate 
of interest The accountant will, as a rule, advise 
very wisely if he advocates income-producing uses for 
surplus funds and disparages excessive bank balanoefl. 
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«HS AUDIT OV BAUUNS UHEB JMOOfOmtB (OwM) 

Noras Bbobivablb 

The value of a note reo^vable sa an asset depends 
entirely upon the natore of the note and the finandal 
strength of the maker. If a note is given in settle- 
ment of an aoconnty the note, altho having a definite 
legal status, is hardly as good as the aocount and 
may indicate financial weakness on the part of the 
maker. If the note is a secured one, it is a much 
better asset than an account receivable. Thus, notes 
given regularly by farmers or groups of farmers for 
the purchase of large agdcultural implements and 
machinery are not only, as a rule, signed by property 
owners to begin with, but they are secured l^ the 
implement sold (the title to which does not pass until 
the note is fully paid), and very often by an addi- 
tional farm mortgage. Practically all the receivables 
of an agricultural implement house or manufacturer 
are in the form of notes. 

In auditing the Notes Beceivable Account, the first 
step is to call for the notes themselves. The account 
should include only notes not yet due. These may 
include either originals or renewed notes: the latter 
must be thoroly scrutinized, and if the renewal indi- 
cates a state of weakness on the part of the maker, 
proper reserves should be provided or recommended. 

16 
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Audit of Balance Sheet Accounts 17 

If the notes are not too numeroas, they shonld be listed 
The list should indieate the date, the maker's name, 
how obtained, the amount, the due date, whether orig- 
inal or rtoewal, the rate of interest— if any, and the 
amount of aocrued interest The makers should also 
be droularized by the auditor in order to establish 
the genuineness of each instrument Where the notes 
are too numerous for proof by dnmlarization, the 
validity of the notes should be tested. Fictitious notes 
might easily be substituted for accounts already paid, 
to cover up, at least temporarily, a defalcation. In 
offices where the cashier's accounts are daily diecked 
against independent mail receipts and where the ac- 
counts and notes receivable records are kept separate 
fnmi the cashier's department, the chances for manipu- 
lation are greatly minimized, altho collusion between 
departments might still exist In other words, every 
possible means should be employed to fix the genuine- 
ness of the notes and to secure satisfaction of their 
being regular. 

Notes of employees or officers should be separately 
lii^ted and their nature fully determined. They should 
also be passed upon by someone in authorily and they 
should be shown separately as employees' and officers' 
notes in the auditor's balance sheet statement They 
should also be oommented on in the text of the auditor's 
report. ^ 

Where notes are taken in large numbers, it wUl 
not be possible either to circularize the makers or to 
inspect all the notes themselves. Total test proofs 
of values tied up in this class of receivables may be 
made, however, thru independent sales records and 
cash records, and in some cases genuineness may be 
established thru partial circularization. All notes actu- 
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18 Afiditing Procedure 

ally in the office should be inspected, and tho lists 
of these may not be prepared, all missing notes should 
be recorded. The missing notes can be readily estab- 
lished either from the notes receivable register or from 
other records that give full details of the notes; these 
records are, as a rule, very complete in agricultural 
implement offices. A trial balance of these subsidiary 
notes receivable records must, of course, be taken 
and compared with the controlling account. 

The notes listed as missing may be found at the 
branch offices of the concern, or they may be out for 
collection with some bank, or they may have been 
already paid and the cash may therefore be in tran- 
sit In such cases the branch must be asked 
for a certificate covering the notes in its pos- 
session and the bank should be asked to give 
the same. Very often cash in payment for notes 
out will be in transit between the collecting agency 
and the company whose books are being audited, with 
the result that the bank will not report certain notes 
on hand. In writing to a bank the auditor should 
request a detailed verification of notes held, and he 
can facilitate matters by listing the notes purported 
to be held by the bank from which the certificate is 
requested; in that case, if the bank has forwarded 
collections on some of the notes, it can indicate the 
date of forwarding. This will enable the auditor to 
check the receipt of cash which was in transit when 
the request for certificate was mailed; he must be 
very certain that the cash received be recorded after 
the date on which the notes receivable were balanced. 

Eenewed notes, tho they should be listed separately, 
may not always be risky. In fact, it should be assumed 
that, where a good credit department exists, renewals 
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aH> panted only after very thoro investigation of 
credit standing. Not only shoold past-dnc^ notes be 
listed separately and shown separately in a balance 
sheet, but proper reserves should be created to meet 
possibi^ losses therefronu The pa^t-due notes should 
be so sJieduled as to show under various groups how 
long paU due they are, as a guide for proposing the 
proper a^[y>unt of reserve. Some of the notes may be 
unpaid l]|jcause of disputes, and it is, therefore, sug- 
gested that the makers be circularized by the auditor 
so that tie exact status may be determined in each 
case. 

NoTBs Beobivable Dkcottnted 

Probably the most desirable method of showing the 
contingent liability for notes receivable discounted is 
to carry an jtccount for them on the general ledger. 
When a noto is discoimted by the bank, instead of 
crediting Not^s Beceivable thru the cash book a Notes 
Receivable Discounted Account should be credited. In 
stating the noi^ receivable on the balance sheet the 
following form \>{ expression should be used: 

Notee Receivable 9 

Deduct — ^Nofes dl8C0iin4ed 



Net amount not due an^ outstanding $ 



Or, if the auditor yref ers to show only the unmatured 
notes as an asset, he may insert the contingent liability 
as a footnote on the liability side of the balance sheet 
No matter what method be employed, it seems very 
desirable to credit the^ proceeds from discounted notes 
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to a Notes Beceivable Disoounted Aoconnt, thereby 
showing plainly at all times the liability for a not 
infrequent contingency. When the bank advises pay- 
ment, a journal entry will be ma4e debiting Notes 
Beceivable Discounted and crediting Notes Beoeivable. 
If the note is not paid, the bank must be repaid or 
it will charge the depositor's account, and the entry 
will be a debit to Notes Beceivable Disoounted and a 
credit to Cask The delinquent debtor's note will then 
again be part of the regular Notes Bec^vable Account. 
If no renewal is provided for, the protested note and 
the protest fees, eta, should be charged to the note 
maker and Notes Beceivable credited. The processes 
just outlined will not only keep constantly before a 
manager the contingent liability for notes discounted, 
but will also assure him that his regular Notes Beceiv- 
able Account is composed of unmatured notes. 

/ ACOOUKTS BSCEIVABLB 

The trial balance of the accounts receivable ledger 
should be checked with the balances shown in the indi- 
vidual accounts in the ledger. The total sum of these 
balances sh<$uld, of course, agree with the general 
ledger controlling account 

A thoro scrutiny of the accounts receivable ledger 
should be made and a schedule prepared of all accounts 
past due. The past-due accounts may be grouped as 
follows : 

30 to 60 days past due. 
60^to 90 days past due. 
90 days to 6 months past due. 
6 months to one year past due. 
Over one year past due. 
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Not only is a schedule of this kind of value as an 
aid in ocMistnioting an adequate reserve for bad and 
doubtful aooounts, but also in a way it indicates the 
^^ency of the credit and collection department. In 
analyzing an account to fit the schedule proposed, one 
will often find that some of the balances represent 
old charges^ whereas more recent charges have been 
promptly paid; the chances are, in such case, that the 
old items are in dispute, that goods returned have 
not been credited, that they represent duplicate charges, 
or that allowances may still be due the customers. 
Accounts of this nature should always be circularized 
by sending a statement with a request for verification 
or explanation dir^ to the auditor. 

The accounts over a year past due should be reserved 
for in full and should be transferred into a suspense 
ledger. Some reserve should also be provided for 
accounts less than a year past due. As a rule, the 
total amount to be reserved may be fixed on a per- 
centage of losses to sales basis; the past experiences 
of the company audited must be the basis of fixing 
this percentage. The auditor should recommend tl^t 
accounts reports b& imcollectible be written off against 
the reserve. It is recommended that accounts so written 
off be thoroly investigated and that their uncoUectibility 
be vouched for by someone in authority. Much petty 
thievery has been committed in connection with accounts 
written off that were subsequently collected secretly 
by some enterprising, unscrupulous boc^eeper. In 
almoet every instance, after all other methods have 
failed, bad and doubtful accounts should be reduced 
to judgments against the debtors, and levy should be 
had as quickly as the laws permit; all court costs should 
be charged to the debtors' accounts. 
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The auditor shotild report separately sales to debtors 
on dates subsequent to past^due charges; such a con- 
dition is a decided indictment of a credit department's 
^ciency. All old balances should be liquidated before 
additional sales are made, unless the sales be made on 
a basis of cash in advance. Even under the last dr- 
cumstance some concerns have adopted the practice 
of applying the cash on the old account and of call- 
ing for an additional remittance if more goods are 
desired. This latter practice, when conducted tactfully, 
has been quite successful, due largely to the fact that 
the debtor has experienced a great need for the credi- 
tor's product 

Slow accounts in which the monthly balances are 
constantly increasing, are as a rule an indication of 
considerable financial weakness, and these accounts 
should be called to the attention of someone ^^ higher 
up." Accounts in which remittances for round amounts 
rather than for specific charges are, indicated, should 
be carefully examined and circularized. Journal credits 
to Accounts Receivable should never be passed with- 
out dose investigation, and the credits should bear 
proper authorizations. 

The Accounts Beceivable as a total should be proved 
thru the sales records and cash books. This may be 
done by preparing the following schedule: 

Accounts Receivable at beginning of period f 

Add— Charge Sales for period (as per sales records) 



Deduct— Cash received (as per cash book), discounts, 
allowances, and returned goods for period (as per aUow- 
ance records, etc.) 



Accounts Receivable at end of period 
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The total of aUawanceSy disooimts, and retamed goods 
should be oompared on a percentage to sales basis with 
the same dednctionB in prior years in order to determine 
tiieir normality, and, even after that, all deductions 
of this nature should be thoroly examined, or tested, 
and assurances obtained that they were regular and 
properly authorized. 

QPFIOBBS' AND EmPLOYBBS* AoOOtJNTB 

The accounts of ofBcers and employees should not 
be kept in the accounts receivable ledger unless they 
are e^rges for regular product sold. If they repre- 
sent advances or charges of another kind, tiiey 
should be in the general ledger or, if too numerous, 
in a separate ledger. The auditor should discourage 
accounts of this nature, for a company hcus no obliga- 
tion to advance moneys to officers; the funds of any 
organization should be used in fostering the purposes 
underlying it and not in making loans to officers and 
employees. It has happened that officers of corpora- 
tions have withdrawn large sums of money which were 
charged to their accounts but which they were subse- 
quently unable to repay; such practicee are eleex cases 
of misappropriation of funds, and yet they are not 
uncommon and often go on without arousing much 
criticism until a wideawake stockholder protests. 

Whenever accounts of this nature are found in the 
accounts receivable ledger, they must be scheduled 
separately by the auditor, their nature and age deter- 
mined, and prpper approval secured for theoL They 
should be separaitdy stated in the auditor's balance 
sheet and fully explained in his report 
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▲UDR OF BAIiAKCB SHXET A UUUUM T S (OM«fa) 
ImnSNTOBIBS 

There haSf of late, been considerable disoossion on 
the subject of the auditor's responsilnlity as to inven- 
tories. Some take the extreme position that the auditor 
should accept an (Acer's certificate as final and go 
no further than cheeking the arithmetical aocuracy of 
the inventories and the pridng. Otiiers might add the 
gross*profit test, whereas there are some who advo- 
cate actually testing the inventories by counting cer- 
tain portions or sections thereof and by securing a 
quantity proof thru production and sales. 

We can see no more valid reason for accept- 
ing an inventory on certificate only than for accepting 
a bank balance on certificate only. Actually to prove 
the Cash Account or the cash balance implies more 
than a mere bank reconciliation. The composition of 
the Gash Account must be investigated, the nature 
of the receipts and disbursements should be inspected, 
and the authorizations for cash expenditures secured. 
Inventories and stores records are as vital to a business 
as cash balances and cash books; both are concemed 
with convertible values, and it is just as essential that 
no irregularities appear in the one as in the other. 

Gk>VEBNMENT BUI4ES FOB InVBNTORIBS 

The rules for checking and verifying inventories 
have been so well formulated by the Federal Reserve 

24 
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Board of the United States Oovemment in their bulle- 
tin entitled '^Uniform Accounting^' as to warrant their 
inclusion in fiill herewith: 

(1) Secure the original stock sheets if they are in existence 
and carefolly test) the typewritten copies with them 
and with tickets, cards, or other memoranda that show 
the original count. 

(2) See that the sheets are certified to or initialed by the 
persons who took the stock, made the calculations and 
footings, and fixed the prices, and satiisfy yourself that 
they are dependable and responsible persons. Obtain 
a clear and detailed statement ia writing as to the 
method followed in taking stock and pricing it; also 
a certificate from a responsible head as to the accuracy 
of the inventory as a whole. 

(3) A thoro test of the accuracy of the footiiigs and exten- 
sions should be made, especially of all large items. 

(4) The inventories should be compared with the stores 
ledger, work in progress ledgers, and finished product 
records and stock records as to quantities, prices, and 
values, and any material discrepancy should be thoroly 
traced. 

(5) Where stock records are kept and no physical inven- 
tory is taken at the time of the audit, ascertain when 
the last physical inventory was taken and compare it 
with the book records. If no recent comparison is 
possible, select a few book items of importance and 
personally compare with the actual stock on hand. 

* (6) Where no stock records are kept, a physical inventory 
should be taken, preferably under the general direc* 
tion of the auditor. After the inventory is completed, 
he should apply the same tests to verify its accuracy 
as if the inventory had been taken before his arrival 
upon the scene. 
(7) When the cost system of a company does not form a 
part of the financial accounting scheme, there is always 
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a chance that orders might be completed and billed 
but not taken out of the work in progress records. 
Especially is this the case when reliance is placed on such 
records to the extent that a physical inventory is not 
taken at the end of the period to verify the information 
shown therein. In these cases the sales for the month 
preceding the dose of the fiscal period should be care- 
fully compared with the orders in progress as shown 
by the inventory, to see that nothing that has been 
shipped is included in the inv^itory in error. Cost 
systems which are not coordinated with the financial 
ac^Sbunts are unreliable and frequently misleading. 
Special attention should be called to every case in 
which the cost system is not adequately checked by 
the results of the financial account. 

(8) Ascertain that purchase invoices for all stock included 
in the inventory have been entered on the books. Look 
for postdated invoices and give special attention to 
goods in transit. 

(9) See that nothing is included in the inventory which is 
not owned but is on consignment from others. If 
goods consigned to others are included, see t];tat cost 
prices are placed thereon, less a proper allowance for 
loss, damage, or expenses of possible subsequent return. 
This does not include goods at branches, as the valu-^ 
ing of such stocks will be governed by the same prin- 
ciples as apply at the head office. 

(10) Ascertain that nothing is included which has been sold 
and billed and is simply awaiting shipment. 

(11) If duties, freight, insurance, and other direct charges 
have been added, test them to ascertain that no error 
has been made. Duties and freight are legitimate addi- 
tions to the cost price of goods, but no other items 
should be added except under unusual circuniLStances. 

(12) As a check against obsolete or damaged stock being 
carried in the inventory at an excessive valuation, the 
detailed records for stores, supplies, woik in progress, 
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finished products, and purchased stock in trade should 
be examined and a list prepared of inactive stock 
accounts, which should be discussed with the com- 
pany's officials and satisfactory explanations obtained. 

(13) The auditor should satisfy himself that inventories are 
stated at cost or market prices, whichever are the 
lower at the date of the balance sheet. No inventory 
must be passed which has been marked up to market 
prices and a profit assumed that is not and may never 
be realized. If the market is higher than cost, it is 
permissible to state that fact in a footnote on the 
balance sheet. 

(14) It may be found that inventories are valued at the 
average prices of raw materials and supplies on hand 
at the end of the period. In such cases the averages 
should be compared with the latest invoices in order 
to verify the fact that they are not in excess of the 
latest prices, and also with the trade papers, when 
market prices are used, to see "^t they are not in 
excess of market values. 

(15) Make an independent inspection of the inventory sheets 
to determine whether or not the quantities are reason- 
able and whether they accord in particular instances 
with the average consumption and average purchases 
over a fixed period. Abnormally large quantities of 
stock on hand may be the legitimate result of shrewd 
foresight in buying at a low market but may, on 
the other hand, arise from serious errors in stock 
taking. 

(16) Always attempt to check the totals by the gross-profit 
test and compare the percentage of gross profit shown 
with that of previous years. In a business where the 
average gross profit remains fairly constant, this test 
is a dependable one, because,- if the rate of gross profit 
is apparently not maintained and the discrepancy can 
not be satii^actorily accounted for by a rise or fall 



Digitized by 



GoogL 



28 Auditing Procedure 

in the ooet of production or of the selling price, the 
difference will usually be due to errors in stock taking. 

(17) In verifying the prices at which the work in progress 
is included in the inventory, a general examination 
and test of the cost system in force is the best means 
of doing this work satisfactorily. In a good cost sys- 
tem little difficulty will be found with the distribution 
of the raw materials, stores, and pay roll, but the dis- 
tribution of factory overhead cost is one that should 
receive careful consideration, the main points to be 
kept in view being: 

(a) That no selling expenses, interest charges, or 
administrative expenses are included in the fac- 
tory overhead cost. 

(b) That the factory overhead cost is distributed 
over the various departments, shops, and com- 
modities on a fair and equitable basis. 

(18) No profit should be included in the price of finished 
products or stock in trade. The price list should be 
examined to see that the cost prices of stock are below 
the selling prices after allowing for trade discounts, 
and, if they are not, a reserve should be set up on 
the balance sheet for this loss. If the company takes 
immediate steps to increase the selling price, however, 
the amount of this reserve may be limited to the loss 
on goods which may have been sold since the close of 
the period to the date of the discovery. 

(19) In case of companies manufacturing large contracts 
it is frequently found necessary to make partial ship- 
ments thereof. The question then arises as to whether 
it is permissible to include the profits on these partial 
shipments in the Profit and Loss Account As a matter 
of fact, it is evident that the actual cost can not be 
known until the order is completed. It may be esti- 
mated that a profit will ultimately be made, yet unfore- 
seen conditions, such as strikes, delays in receiving 
material, etc., may arise to increase the estimated cost. 
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^ It is better not to include the profits on partial ship- 
mentSy but information of this charaeter which may 
have its iniKuenee in the deeision of the banker upon 
a proposed loan may properly be laid before him. Of 
ooursey an exception should be made in cases where 
the profit on the partial shipments largely exceeds 
the selling price of the balance of the order. 

(20) The selling prices for contract work in progress should 
be ascertained from the contracts, and where it is 
apparent that there will be a loss on the completed 
contract a due proportion of the estimated loss should 
be charged to the period under audit by setting up 
a reserve for losses on contracts in progress. 

(21) If a company has discontinued the manufacture of 
any of its products during the year, the inventory of 
such products should be carefully scrutinized and, if 
unsalable, the amount should be written off. 

(22) The inventory should be scrutinized to see that no 
machinery or other material that has been charged to 
plant or property account is included therein. 

(23) Partial deliveries received on accotmt of purchase con- 
tracts for material, etc., should be verified by certifi- 
cates from the contractors, both as to quantities and 
prices. 

(24) Advance payments on account of purchase contracts 
for future deliveries should never appear in an inven- 
tory, but be shown on the balance sheet under a sepa- 
rate heading. 

(25) Trade discoimts should be deducted from inventory 
prices, but it is not customary to deduct cash dis- 
counts. However, this may be done when it is the 
trade practice so to do. 

(26) While the inventory is being verified, the auditor 
should ascertain the aggregate sales for the last year. 
If the turnover has not been rapid, it may be due to 
a iKM>r stock ot goods. Some business men dislike to 
sell below cost and would rather accumulate a big 
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stock of old goods than dispose of the old and unseason- 
able stock at a sacrifice. The usual outcome is that 
the stock becomes unwieldy and funds are lacking to 
purchase new goods. The inventory and the gross 
sales, may, therefore, have a direct connection. 
(27) It may be well to reiterate that interest, selling ex- 
penses, and administrative expenses form no part of 
the cost of production, and therefore should not be 
included in the inventory in any shape. 

F0BHT7LA INVENTOBIES 

In some oonoems where produotion is by formula 
it is a fairly simple process to verify inventories, 
provided one is satisfied that the inventory at the 
beginning of the period and the porchasee during 
the period are correct In such a ease it will be 
necessary only to multiply the total of each class 
of product sold by the formula for each class and 
to prove the production in process by material requi- 
sitions. The following table of proof might be found 
useful in this case : 

Inventory at beginning (by quantities of each class of raw 

material) 

Add — ^Purchases (segregated as above) 



Deduct: 
Sales made during period (by auantltlea and 

classes as above, based on formula) 

Materials in process at end of period (based 

on requisitionB for uncompleted production) 

Materials Included as per formula in finished 

goods inventory at end of period 

Raw Material Inventory at end of period (segregated by 
classes) ^ 
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This table will afford a total proof for raw materials 
inventory, and will, at the same time, if the raw 
materials inventory checks, eetablish the correctness of 
the inventories in process and of finished goods. If 
the raw materials total does not agree with the actual 
inventory presented to the auditor, then something 
must be wrong with the actual inventory itself, with 
the inventory of finished goods, with the inventory 
of goods in process, with the sales, with the formula, 
or with the beginning inventory. 

OUT-OFP INVEKTOBIBB 

There are certain types of manufacturing industries 
where a very accurate check can be had on inven- 
tories thru so-called "cut-offs.'* By "cut-offs'* are 
meant such points in production where materials have 
been completely used up and there is no stodb: on 
hand. Whenever a out-off , occurs, the book inventories 
are corrected if they need correction. If the cut-offs 
are frequent, then the elements productive of differenoes 
between book inventories and physical inventories can 
be readily traced and thereby practically eliminated. 
Wherever these cut-offs are used to adjust inven- 
tories, it is a simple task to prove the inventories 
at the end of a period by tracing purchases and pro- 
duction from the date of the last cut-off. Beginning 
inventories can also be very readily traced and verified. 

VALXTATIOlir OF INVBKT0BXB8 

Many business men are quite willing to concede that 
inventories for published statements sliould be valued 
sAr coat or ^ market, whichever is the lower, but they 
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are not very willing to write down their book inven- 
tories to market and thereby to dbrapt their entire 
stores reoords. Nor are they willing to set up a 
reserve for the differenoes between market and cost 
prices when the next month may show a market price 
much in excess of costs. The limit to whidi most 
executives will go is to make a charge to Profit and 
Loss at the end of the year with a corresponding credit 
to the Inventory Account, which entry they will order 
reversed at the beginning of the next fiscal period by 
charging Inventory and crediting Surplus. The justi- 
fication for this procedure is that the inventory shrink- 
age represents a temporary condition only, which 
should be reflected in the balance sheet at the close 
of the year, but that the actual loss from shrinkage 
cannot ioccur until the goods are sold — if it occurs 
at alLf If the article is a finished one, the market 
price will affect it; if it is raw material and beccmies 
part of a finished product that has no determined 
market price, then fluctuations in prices of raw material 
(unless very marked) would probaUy have no bearing 
whatsoever on the sales price. Selling prices are, as 
a rule, based on costs rather than on maiket quota- 
tions of raw materials entering into finished product; 
at least this is true of the vast majority of producers 
and manufacturers. Producers of grain products or 
staple foods are, of course, more or less affected by 
fluctoations in prices of raw materials, and current 
reserves for such fluctuations might well be used aa 
a guide in price making; but the greater percentage 
of manufacturv^rs must operate on the basis of costs 
rather than on market quotations. 

The auditor should insist, therefore, that the balance 
sheet, which is prepared on the basis of valuations, 
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take oognizanoe of fluctuations down from coet price 
in inventories; but he cannot insist that the stores 
records be changed accordingly. The stores records 
should always be stated at cost so that the real costs 
of production may be determined; the shrinkage is 
bound to show up in sales made at a reduced price 
subsequent to inventory taking. The matter had best 
be handled thru the two following journal entries, 
the first made on the closing day of a fiscal year, 
the second on the first day of the succeeding fiscal 
period: 

December 81, 1917 

Profit and Loss $ 

Inventories (or Invei^tory Reserve) $. , 

To record Bhrinka«;e In inventories repre- 
senting difference between market and cost 

January 1, 1918 

Inventories (or Inventory Reserve) . . . • $ , . 

Snrplns 9 

To reMtablish Inventories to cost prices 
reversing entry of previous year. 

Under the above-mentioned methods the controlling 
accounts for stores will not be affected, the stores 
ledgers themselves will not be changed, and yet the true 
value of inventories will appear in the balance sheet at 
the close of the year. 

INVENTORIES BY THE AUDITOB 

In instances where inventories have not been taken 
and it becomes the auditor ^s duty to take the inven- 
tories or supervise their taking, very few if any risks 
are assumed by the auditor in giving an unqualified 
certificate as to inventories. In fact, one is inclined 
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to believe that under such oonditians the auditor is 
plaoed in a very enviable position because he has some- 
thing definite and tangible to work from. From the 
inventories taken by him he can prove back the inven- 
tories at thj^ beginning of the period, and by the use 
of the two he can further prove the sales and the 
production. 

Let us assume that the auditor himself, his staff, 
or men under his supervision, have taken the inven- 
tories. To prove the beginning inventory (in quanti- 
ties rather than by values) the following table could 
be used: 



Oommod- 



Iny«&tory Raw ICaterials at end 
of year (actual) 

Add— Quantities sold (or in case of 
mannffccturer, quantities sold, in 
process, or in finished inventory) 



Deduct— Quantities purchased dur- 
ing year 

Inventory Raw Materials at begin- 
ning of year 



ItyA 







QUANTinSB 

Commod- 
ity B 



CTommod- 
ityC 



The next step, in the case of a manufacturer, will 
be to prove the inventories of finished goods and goods 
^ in process at the beginning of the year. The follow- 
ing table can be used to prove the inventory of fin- 
ished goods: 

QUANTITIXS 

Class A Clasfl B 
Inventory: 

Finished GkK>ds at end of year (actual) 

Add— Sitles during year 
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Deduct— Production of FlnlBhed Goods during 
yeftT 

Finished Goods Inventory at beginning of 

year ••••••••••••• 



The .^oods in process inventory at the beginning 
of the year may be proved as foUows in values: 



Goods in Process at end of year (actual) . . . 
Add — Cost of Goods Finished during year . . 



Deduct— Total Production Ck>sts during year . . . 
Value of Inventory in Process at beginning of year 



I. 



The following table may be used to prove the produc- 
tion of finished goods: 



Sales of Finished Goods during year^ at cost, . 
Add — Inventory at end of year 



Deduct— Inventory at beginning of year . 
Production 



Sales may be proved in quantities as follows 

Production during the year 

Add — Inventory Finished Goods at beginning of year . . 



Deduct — ^Finished Goods Inventory at end of year 
Sales for year 
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THE GBOSS-FROFIT TEST 

Whenever an inventory looks dubious to an auditor, 
it has been found good policy to apply the gross-profit 
test. For purposes of illustration we might assume 
that the inventory at the beginning of the period under 
audit was valued at $20,000.00 and that the purdiases 
during the year amounted to $50,000.00, maMng a 
total of $70,000.00 to be accounted for. If the sales 
during the year amounted to $50,000.00 and the gross 
profit on sales for previous years was 25 per cent 
of cost, then $50,000.00 would represent 125 per cent. 
The cost of goods sold during the year should there- 
fore be $50,000.00 -5- 1.25, or $40,000.00, which, when 
deducted from the sum of beginning inventory and 
purchases ($70,000.00), would leave $30,000.00 as 
the approximate value of the inventory at the end 
of the year. If the physical inventory varied a 
thousand or a few thousand dollars from the test 
figure, such a difference might be readily explained 
thru variations in sales prices, extraordinary fluctua- 
tions in purchase prices, etc.; but if, after providing 
for such unusual conditions, the inventory still varied 
from the test check by thousands of dollars, then a 
thoro investigation would be called for. 

Where a proper cost system exists, the verification 
of inventories is much simplified. The cost depart- 
ment itself will have records which should closely agree 
ynth the inventories of finished goods and goods in 
process, and the stores ledgers, being operated on the 
perpetual-inventory plan, should show balances agree- 
ing very closely with the physical inventories. In 
fact, the controlling accounts for Stores, Inventory 
:n Process, and Finished Gtoods should practically chedf 
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with the physical inventories. By making a fairly 
complete exanunation of the stores system and the 
cost system, the anditor can determine qnite aocorately 
the validity of the inventories presented to him; this 
is especially true where the cost system is tied up 
with the general books of acconnt. 



^lOr(y<s^ £^-f<^-0 
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TBM AUBIT or BAUUrOB 8HBR AOOOUIITB (ChmVd) 

Inybstmbnts IK Sboxtbitibs 

Investments should always appear imder a separate 
oaption in an auditor^s balance sheet If they repre- 
sent t^nporary investments of a company's surplus 
that can be converted readily into cash, the caption 
should follow "Current Assets/' If, however, they 
represent partial control or more in subsidiary, affili- 
ated, or other operating companies, their permanency 
would give them a place next to or immediately pre- 
ceding ** Fixed Assets.'' At any rate the auditor 
should comment fully in the text of his report on 
the items composing "Investments'' and they should 
appear as a separate caption in the balance sheet 
irrespective of their nature. 

All securities in the Investments Account that are 
in the client's office should be examined by the auditor 
and a complete list of them prepared. The securi* 
ties out as collateral should be verified by corre* 
spondence and any in transit to the client should be 
checked upon their receipt and the transmitter cir- 
cularized; if the transmitting agency be a branch office 
of the dient (which <^ce is also audited), the records 
of the branch should show the transmittal as prior 
to the dosing of the brandi accounts. If soae of 
the seeorities were sold subsequent to closing date 

38 
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covered by the auditor's certificate, the oash reoelpts 
therefor should be verified. All securities purchased 
subsequent to the audited period should be checked 
against the disburs^uent record. 

The list of inveetments prepared by the auditor 
should yield the following information: 

Description of the securities. 

Date purchased. 

Par value. 

Number of shares or bonds and their denomination. 

Bate at which purchased and total cost. 

Interest or dividends received during the year. 

Accrued interest on bonds (if any). 

Market values. 

Excess of market values over book values or the opposite. 

Total issues of the companies. 

Net worth of the companies where no market reports are 
available. 

If out as collateral or as security^ name of the holder and 
purpose of the collateral. 

The list thus prepared, consisting of securities on 
handy in transit, or out as collaterali etc., should be 
compared with the general ledger controlling accounts, 
and the interest and dividends received and interest 
acertied (if the accounts are kept on the accrual basis) 
must be compared with the corresponding general 
ledger income accounts. 

Beserves should be created in all instances where 
the market values are appreciably less than book values, 
at least for balance sheet purposes. The Inveetment 
Account, however, should remain at cost and the entry 
creating the reserve at the end of the audited period 
may be reversed at the beginning of the next period 
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as an adjustment to Surplus. B^ervee should be set 
up whenever the company issues a balance sheet for 
public or credit purposes^ to provide for shrinkage 
in market values below cost. But why not offset 
shrinkage of some securities by maiket excess over 
cost of others f Because it is poor business policy 
to anticipate profits and excellent and conservative 
to provide for any possible losses; tendencies down- 
ward are, to begin with, indications of danger and pos- 
sible loss. It is always wise to provide against loss, 
for the gains will take care of themselves if from 
the nature of things gains must result 

If bonds are registered, the registration agent should 
l^ circularized. All bonds must be examined to see 
that the coupons attached are intact and that they 
represent the next interest payment data Stocks should 
be made out in favor of the company or, where the 
law prevents, in the name of the authorized trustee 
of the company. 

The value of an investment in subsidiary or con- 
trolled corporations can generally be determined by 
a partial investigation of the books of such corpora- 
tions. If this cannot be done, then the auditor must 
limit his certificate by a statement that such invest- 
ments are at cost or otherwise but that their real 
value could not be determined since access was not 
had to the books of the affiliated corporations. If an 
auditor advises his client of a qualification of this 
kind to the certificate, provisions are generally made 
for a very thoro examination of the affiliated corpora- 
tion's accounts. 

Stocks purchased from brokers should be verified 
thru the stockbrokers' advices. If the company car- 
ries securities on margin, a certificate of the com- 
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pany's account shonld be obtained from the broker 
and all open trades verified. The author has found 
a number of instances where stocks purchased on mar- 
gin were included among the investments and where 
the accoimt with the stockbroker represented a credit 
balance far in excess of the book value of the stocks, 
the credit balance as a rule representing not only a 
liability for stocks long but profits on trades besides. 
Such practices are to be condemned; profits on closed 
trades should be transferred promptly to the Profit 
and Loss Account 

Mortgages held as investments should be thoroly 
scrutinized^ and they should be supported by the insur- 
ance policies. The auditor should also see that they 
have been properly recorded, and that all taj^ee have 
been paid on the mortgaged property, and that there 
are no other liens infringing on the value of the 
security. The auditor should further satisfy himself 
that interest payments were made promptly and in 
accordance with the terms of the mortgage, and that 
the margin of security is ample; a mortgage on the 
property of a defunct corporation might be practically 
valueless or at least full recovery be doubtful. Any 
mortgages of this kind should be fully commented on 
in the auditor's report. 

SiNKiKQ Funds 

Sinking funds are as a rule created for specific 
purposes in connection with the retirement or gradual 
extinction of certain forms of indebtedness. Thus 
sinking funds may be provided for the retirement of 
bond or preferred stock issues or for the payment 
of mortgages. The auditor should always refer to 
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the deed of trust or contract providing for the sink- 
ing fund, in order to assure himself that all stipula^ 
tions of these indentures have been complied with. 
The name of the trustee should be secured, and from 
him a certificate should be requested as to the amount 
on deposit and as to any interest credited thereon 
which may or may not be entered in the accounts of 
the auditor's client It would also be advisable to 
have the trustee's certificate cover the question of 
sufficiency of deposit as per terms of the trust agree- 
ment or mortgage. Where the deposits are not with 
the trustee, the auditor must assume full responsibility 
in testing their sufficiency and should request a certifi- 
cate from the depository as to amount The sinking 
fund should always represent a separate deposit account, 
and the depositary's certificate should so indicate. The 
investigation should cover each and every payment 
into the sinking fund, with the dates indicated; these 
payments should all be r^n^ar and on specific dates 
as provided in the trust indenture. Tho the sinking 
fxmd in total on a certain date may meet the total 
requirements to that date, there is no positive assurance 
thru that fact that the terms provided by the trust 
indenture have been met; the fund may have been 
built up sporadically or at a time just prior to the 
audit, in which case the terms of tiie contract have 
been violated and the interest accumulation principle 
of sinking funds violated. In such cases the trustee 
would be ^ually culpable with the depositor. 

The auditor should be able to give some constructive 
advice as to the proper investment of sinking funds. 
If the fund exists to retire the company's own bonds 
and these bonds bore 5 per cent interest, it would 
certainly be good policy for the company to invest 
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by purchase in its own bonds and then to cancel them; 
the company would earn the difference between the 
5 per cent it would save and the possible 3^ to 4 
per cent that it would receive on other sound invest- 
ments. A company should never be satisfied to permit 
its sinking fund to take the form of a time deposit 
drawing from 2 to 3 per cent interest, and a trustee 
handling a fund in that manner is subject to severe 
criticism; there are thousands of sound securities yield- 
ing anywhere from 3^^ to 5 per cent. 

If the sinking fund is invested in securities, the 
securities themselves should be examined by the audi- 
tor and listed and their market or cash value deter- 
mined* If the trustee is far removed from the client *s 
place of business, he should provide a certificate to 
the auditor covering the investments, their jnaiket 
values, date and price of purchase, accrued interest, etc. 

Sinking funds of municipalities require very special 
attention. The general laxity of control over the 
finances of a city imposes a severe test on an auditor 
in determining the adequacy of the provisions. The 
sinking fund provisions for cities should be based 
upon actuarial science so that the amounts actually 
in the funds could be checked against the tables. The 
auditor can give advice of very constructive nature 
along these lines. In certain states the laws fix the 
annual amounts to be paid into municipal sinking 
funds. It is the auditor's duty to see that the provi- 
sions of the laws are fully met. 
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VHS Aumcr or bauingb shskt Aoooinm «ion^d) 

I^izsD Assets 

Schedules should be prepared of the various fixed 
assets included under the following groups: 

( Land. 
Buildings. 

Machinery and Equipment 
Office Pumiture and Fixtures. 

Where first audits are being conduoted, the deeds 
to lands should be oarefuUy examined, the abstract 
of title inspected, and the necessary court records 
investigated so that assurance may be had that titles 
are clear and that there are no liens recorded against 
the property. The original cost price plus any legal 
or recording fees, surveying costs, etc., should repre- 
sent the Qfpening book value placed on the property, 
and should furnish the starting point to the auditor 
for a further analysis and inspection of the Land 
Account. 

The lands of a company should be classified under 
the headings of productive and nonproductive; that 
is, lands held for sale or for other purposes, and 
lands aetually utilized for producing income. Charges 

44 
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to these properties should cover only improvements 
or expenditures which will produce on increase in 
revenue. Ordinary taxes are carrying charges cover- 
ing government protection, and these should not be 
charged as an asset. It might be pennissible to charge 
the tax on land to the Property Account during the 
period of building constmedon if construction work 
is started immediately after the aoquisition of the 
land, because in such instances it is very evident that 
the land purchase was not for the purpose of acquir- 
ing land but for the purpose of erecting buildings 
to be used productively. In all other instances taxes 
should be regarded as an insurance by the state for 
protection and service. Special assessments, however, 
covering street improvements adjacent to land, sewer 
construction, etc., are for actual improvements and 
necessarily enhance land values. All other charges 
to the Land Account should r^resent improveanents 
or additions, and the auditor should be very careful 
in his scrutiny of these charges so as to be sure that 
values have been actually increased. Charges to the 
account because of re-appraisal of land values cannot 
be approved since they anticipate a profit which cannot 
be realized or determined until the land is sold; they 
may be tolerated if the company offsets the increase 
in the Land Account by a reserve for an equal amount 
Many public accountants assume offhand that land 
does not depreciate. Land values may depreciate as 
well as appreciate. In fact, a location may lose its 
value to a manufacturer so as to force him to dispose 
of his land at quite a sacrifice. Agflin buildings used 
for nmnufacturing purposes must be sold with the site; 
the buildings may be entirely adequate for manufac- 
turing purposes and would be suitable if properly 
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located. The loss engendered by a oonditLon of this 
kind certainly represents a depreciation of land — ^at 
leaet for mannfaotoring pnrpoees — and not of build- 
ings. Irrespective of suitability of site there may be 
depreciation of land values due to numerous other 
causes, even though a plant may advantageously con* 
tinue its operations on the land. This point is emphar 
sized to counteract the tendency to write up land values 
because of presumed increases in sectional values; 
such increases may be very evident to the man who 
wants to buy or to the lot seller, but they may not 
be so well defined to a man who wants to sell with 
buildings or who wishes to r^nove to a more advan- 
tageous manufacturing site. The location of a piece 
of land for a special purpose or facility is after all 
the gist of the whole matter. 

LAND COMPANIES 

The land account of a land company must be very 
carefully analyzed. In such a concern the initial 
administrative and selling expenses are necessarily 
larga None of these expenses is chargeable to the 
Land Account Advertising and selling expenses may 
be set up as deferred charges until the sales begin 
and some of the administrative expense may be deferred, 
but under no condition are these it^ns chargeable to 
the Property Account itself. Only actual improve- 
ments, such as sidewalk construction and street pav- 
ing; ean be capitalized. 

The original purchase of the land should be charged 
to an Unimproved Real Estate Account As sections 
am laid out into lots, the Unimproved Seal Estate 
Aaeount should be credited at cost and a Lot Ledger 
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Aooonnt debited. The lot ledger itself will oontain the 
detailed deeoriptions and values of the individiLal lots. 
If btdldings are put up, the Lot Ledger Aooonnt is 
charged and the improvement entered under the indi- 
vidual lot in the subsidiary lot ledger. When the 
building is completed, the entire improved lot is taken 
out of the lot ledger and transferred to an improved 
real estate ledger. 

There are, therefore, three distinct ledgers which the 
auditor must examine, viz., the unimproved real estate, 
the lot, and the ioiproved real estate ledgers^ It is 
imx)ortant to gain assurance that all the amounts 
carried in these ledgers are at cost and that they 
represent actual improvements. On the basis of these 
ledgers depends the construction of the various Cost 
of Sales Accounts, When lots or improved parcels 
are sold, the buyer should be charged and Sales cred- 
ited; the lots sold will be credited and cost of sales 
charged All selling and administrative expenses should 
then be charged against the gross profits represented 
by the difference between the Sales and the Cost of 
Sales Accounts. 

The unsold lots at tiie end of the period should be 
compared with the company's maps and all customers' 
balances for lots sold shoiUd be verified by correspon- 
dence. Unpaid balanoes on tracts purchased should 
be verified in the same manner and the contracts for 
both the purchase of tracts and the sale of lots thoroly 
examined. Very often payments on purchase price 
are proportioned to the receipts from sales. 

BVILDINQS 

In examining the Building Account the auditor should 
at once make a dear distinction, in schedule form, 
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of buildiBgs used productively (or in the busiuees) 
and of buildings used for other purposes or not in 
nse at alL This is valuable not only for purposes of 
analysis but also to indioate the amount of capital 
tied up in nonproductive assets; it should be remem- 
bered that the upkeep, depreciation, and carrying 
charges of idle plant must be considered in prioe 
making and is thereby an xmjust burden on produc- 
tion or trading. Investment in plant should bear a 
proportional and logical relation to production or vol* 
ume of business so that ^ ^unearned burden" may be 
at a TniuiTnum and so that all plant be kept as close 
to peak production as possible/ 

The controlling account for buildings should agree 
with the property ledger (if one be kept) and the 
balances at the end and the beginning of the period 
should tally with the subsidiary ledger balances. All 
additions made during the period must be examined and 
proper authorizaticms secured for the expenditures. 
If construction was carried on by contractors^ the 
contracts should be examined! If the construction work 
was performed by the client's own labor, the pay roll 
records must be inspected and the material requisi- 
tions called for. Additions should be entered on the 
books at cost, and no profit should be taken into the 
asset account for construction work done by the client 
If a large portion of the labor force was employed 
in construction work and withdrawn from regular pro- 
duction departments, a portion of factory overhead may 
be included in the construction charge, but only when 
the regular productive factors of the company or 
client were utilized by the construction labor. Where 
this is not the case and only odd hours of labor are 
given over to construction work, it is improbable that 
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the factory overhead would be appreciably affected 
by sudi sporadic efforts, and it would be deemed a 
violation of oonservatisin to iudude a portion of factory 
overhead as a construction cost. 

Care must at all times be exercised by the auditor 
with reference to charges to Building Accounts. These 
charges must represent real additions or changes which 
will increase earning capacity; they must not be 
replacements or repairs. Any construction which 
merely reestablishes the original plant or portions 
thereof is chargeable to Depreciation Reserve Account 
and not to Property Account. 

In analyziug the Building Account the auditor should 
prepare schedules giving the following details: 

1. Original cost or purchase price (in the case of a first 
audit), or balance at beginning of period (substantiated 
by proper invoices, deeds, cost records, or purchase con- 
tracts). 

2. Additions (as evidenced by properly authorized vouch- 
ers, contracts, or cost records). 

3. Total values at cost. 

4. Amounts of depreciation provided and rates of depreci- 
ation. 

5. Values on which- depreciation is based. 

6. Depreciated values. 

It is proper practice to figure depreciation during 
a year on balances at the beginning of the year; 
additions made during a year to buildings should not 
be depreciated. Tho this rule is general, it is not 
always applicable. If an entirely new structure were 
completed within the year and became an operating 
factor, it would certainly be very poor cost account- 
ing not to figure depreciation into operations;. But 
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on the other hand if only minor additions were made 
to buildings, it would be v^ry troublesome to adjust 
depreciation schedules and rates every time such addi- 
tions were made. The treatment^ therefore, depends 
entirely upon the magnitude and nature of the pn^- 
erty additions. 

Depreciation reserves must be studied by the auditor 
carefully, not only as to sufSdency but as. to mode 
of construction. Depreciation does not consisrt of a 
portion of profits set aside at the end of the year; 
depreciation is a current, everyday operating expense 
and as such must be currently included in costs. This 
is just as true of building depreciation as it is of 
the depreciation of the more direct operating factors. 
There are fairly well established depreciation rates 
for buildings of different types of construction. Vari- 
ous state commissions have given careful study to these 
matters and construction engineers have delved deeply 
into the subject The rates should of course be based 
on the estimated life of the building, with due regard 
for the possibility of obsolescence. 

Where buildings have been erected on leased prem- 
ises, it will be necessary to write off the entire value 
of the buildings during the term of the lease unless 
some provision has been made with the lessor as to 
partial compensation. The auditor should satisfy him- 
self that the amounts written off are am.ple and that 
provision for the retirement of the properties is made 
after approved standards; in fact, the annuity method 
is the best and, if not already in use, might well be 
recommended by the auditor. 

In connection with the analysis of the Building 
Account, the auditor should call for all insurance poli- 
cies, in order, first, to determine the adequacy of the 
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insuranoe; secondy to assure himself that the policies 
are in the company's name; and thirds to serve 
as an additional proof that the propertiee are not 
hypothecated. 
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TH8 AUDIT OF BAZUIHGB BHSKT ACOOUMTB (Oom^d) 

Fixed Asbbts (Cont'd) 

MAOHIKSBY AND EQX7IPMBNT 

Considerably more isare mnst be exercised in analyz- 
ing the Macdiinery and Equipment Acoonnts than the 
Bxdlding Aooonnt The buildings as a rule are few 
in number^ their construction is easily determined, and 
their life of utility readily estunated. Not so with 
machinery. A machine may last twenty years in one 
shop, whereas the same type of machine may in another 
be ready for the scrap pile in five years. 

The use to which machinery is put, the time it is 
used, the amounts expended for repairs and replace- 
ment of parts — all these elements must receive con- 
sideration by a careful auditor; in fact, a knowledge 
of shop conditions is almost essential before sound 
conclusions can be drawn with reference to the 
Machinery Account. 

In many companies detailed records are kept show- 
ing the cost, date of purchase, factory number, type, 
maker, and description of every machine. These 
records, as a rule, are not tied up with the general 
books, but they are of very great value to the auditor 
as a dieck against the amounts set up in the controlling 
account and for purposes of verifying depreciation. 
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In stating depredation it should be remenabered that 
every machine should be treated as a unit. A flat 
rate on all machinery is entirely inadequate and unjust; 
high speed machines may last five years, whereas a low 
g^u:^ device may remain in effective service for 
twenty years or more. 

Appraisal companies, altho sometimes very unre- 
liable in their estimates of values, have contributed 
considerable by their detailed records or lists of 
machinery furnished with each appraisal report, and 
a company may conveniently use the appraisal sheets 
as subsidiary machinery ledgers, making, of course, 
whatever adjustments are necessary to bring the values 
down to real depreciated values. Columns should be 
provided on these appraisal sheets for depreciation, 
repairs, and replacement of parts which will give the 
necessary data for the amounts t6 be credited to 
Depreciation Reserve Account, the information as to 
annual repair cost, and the sum to be charged against 
Depreciation Beserve respectively. 

The auditor must be on guard constantly against the 
commission of two common errors, viz., the error of 
charging repairs to Capital Account, and the error 
of charging replacements to either Capital Account or 
Expense. Repairs cannot cancel depreciation any more 
than medical attention during life can give life ever- 
lasting. Repairs must always be charged as an operat- 
ing cost, and replacements and renewals must be 
'charged against the reserve for depredation since 
they tend to reestablish the equipment to its original 
status, thereby restoring the capital intact 

The adequacy of a reserve for depreolation for 
machinery must therefore be gauged by the sum of 
the accrued depreciation on all machines taken indi- 
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vidually. It is needless to say that an ezammation 
of the Machinery Account along these lines is in many 
instances an enormous task, but it is the only scientific 
method, especially in a first audit; the work, of course, 
is reduced where individual machine records are kept 
These records should be inspected thoroly and the 
depreciated totals should agree with the general ledger 
Machinery Account after deduction therefrom of the 
reserve for depreciation. 

The importance of providing proper and varying 
rates of depreciation for the different properties 
included in ihe Machinery and Equipment Accounts 
camiot be overemphasized. Nor can the use of a sub- 
sidiary machinery and equipment ledger be too strongly 
recommended; no proper data as to depreciation can 
be maintained without such a ledger. No business 
man would be guilty of throwing all his accounts 
receivable into one account and without name or place. 
The values tied up in machinery and equipment are 
as a rule far in esKcess of the accounts receivable: 
business consists entirely of conversion and exchange 
of values ; therefore why not put values on an equal basis 
for accounting purposes f Gash invested in machinery 
should have the same attention aa cash in bank; botii 
are susceptible to changes and shrinkages and both 
are convertible, in fact are daily being converted, into 
values of different character. The depreciation of the 
machine becomes part of the value of the finished com- 
modity, which in turn becomes an account receivable 
convertible into cash. Depreciation thus actually is 
converted into cash; it sh6uld therefore receive as much 
attention as the Cash Account. It is as important 
currentiy, since reflected in every sale and cash receipt, 
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and it is of even greater importance ultimately, since 
fhm its indnsion in the selling prioe, provision has 
been made for the retention of capital investment 
and for the rqplenishment of capital when the machinery 
is worn out 

Capital invested in fixed assets is a deferred charge 
to fntare operations. It is like prepaid insurance: 
the insurance premium must be written off into opera- 
tions currently during the life of the policy; the 
value of the investment must be written off during 
the life of the various pieces of property. Both are 
recoverable thru sales since both are included in 
the cost of production, the result being that the insur- 
ance premium and the exhaustion of the capital (depre- 
dation) are both repaid in cash. In taking this 
view of capital invested in fixed assets, one can readily 
appreciate the necessity and logic of providing fully 
for the exhaustion, thru use, of plant and equipment; 
unless provision be made currently for the disappear- 
ance of fixed assets into production and consequently 
into selling price, a manufacturer will soon find him- 
self in the serious dilemma of possessing no capital 
at all. When confronted with this situation he will 
no longer be able to restore his capital thru sales 
because the enormous prices he would have to charge 
would put him out of business entirely. The auditor 
cannot therefore insist too strongly that adequate pro- 
visions be made for depreciation and that deprecia- 
tion be considered currently in order that it may at 
all times be reflected in the sales price and be recover- 
able thru it 

In examining the Machinery and Equipment Accounts 
the auditor must assure himself that no obsolete 
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maobiiies are included. The detail machinery ledger 
should show readily the machines in use, l^ose not 
in use, and those ready to be scrapped. 

Small Tools 

Small tools for either hand or machiite use, dies, 
jigs, and templates depredate very rapidly indeed, 
and the provision must therefore be very liberal. In 
fact, it is advisable to set up a normal inventory for 
this equipment which will dosely r^resent the total 
investment in these devices, currently charging all 
replacements and additions direct to expense accounts. 
This practice would not be feasible, however, at times 
when extraordinary outlays for tools, etc, would have 
to be made. In most concerns, however, the invest- 
ment in equipment of this character would be fairly 
constant, so that all replacements might fairly be 
charged to Expense. Quite a number of printers are 
employing this method in connection with their Type 
Investment Accounts. The inventory of tools must, of 
course, be fully verified, irrespective of how it is 
carried in the bodbs. 

Special tools made in connection with job work are 
generally charged to customers, altho ttiey may be 
held by the manufacturer. The auditor should be 
on guard against the inclusion of these in the manu- 
facturer's inventory. These devices sometimes run 
up into large sums of money. 

Drawings and patterns should also be depreciated 
within a short period Designs change constantly and 
drawings and patterns are worthless the moment the 
design changes. It is of the utmost importance to 
inspect accounts of this nature thoroly; there is always 
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a tendency on the part of executives to overestimate 
the values invested in assets of this character. 

OFFICE FUBKntJBB AND FIXTXJBBS 

The residual value of assets of this nature is an 
uncertain item and the amounts that may be recov- 
ered, as a rule, are small. However, as in the case 
of all assets in a going concern, they should be carried 
at their operating value. Many companies carry their 
furniture and fixtures at the nominal value of one 
dollar. This may be appropriate where the invest- 
ment is light or where the furniture and fixtures are 
of a special nature. There is, however, little justifica- 
tion in carrying these assets at less than scrap value 
where the investment is quite heavy. The depreciation 
in thie latter case should be liberal and the account 
reduced to scrap value in five years or less. The fre- 
quent changes in this kind of equipment and the damage 
caused by shifting entail heavy shrinkage in value. 
The construction of the furniture should guide the 
auditor in passing on the depreciation factor; steel 
furniture, if the styles and purposes for which the 
devices are used do not change, might easily last 
twenty years, whereas wooden furniture, while it may 
last, would probably be so marred and damaged after 
several years' use that its serviceability would be 
questionable. After all the whole subject resolves 
itself into a matter of judgment, with the caution to 
the auditor that the provision for depreciation be liberal. 

MISOBLLAKBOUS 

Horses in heavy service give out rapidly and should 
be depreciated at about 25 per cent of cost annually. 
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Wagons have so generally gone out of use for deliv- 
ery purposes that one hesitates to recommend a rate 
of depreciation. The depreciation normally would be 
between 10 per cent and 15 per cent per year, but 
the use of automobiles for delivery purposes is becom- 
ing so general that wagons are ahnost obsolete, at 
least for the larger percentage of industries and busi- 
nesses. The depreciation of automobiles depends on 
their use. For light delivery a rate of from 15 to 
20 per cent should be ample; heavy continued service 
might call for from 20 to 30 per cent These ratee 
ought to be ample because so many parts of an auto* 
mobile can be replaced; there should be little question, 
therefore, about the approximate life of an automobile 
and it would appear that for delivery purposes one 
might reasonably expect an effective use for from four 
to five years. The auditor should in all cases be guided 
by the experiences of the companies he has audited. 
Automobiles are in such common use that the informa- 
tion as to their life of effectiveness is quite general 
and fairly well established. 

It would be well for the auditor to equip himself 
with the depreciation tables prejmred by the United 
States Government, by the various public service 
commissions of the states, and by the large firms of 
industrial engineers and appraisers. Bates must vary 
according to uses of machinery and equipment The 
tables above referred to cover quite specifically various 
types of buildings, machinery, and equipment, under 
both heavy and light service, and will be found of 
interest and value. 
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Avmr or bauuios bhxbt Aocxnnm (Oomva) 
Defbbbed Chaboes 

In preparing his balance sheet the auditor is some* 
times in a quandary as to just what items should be 
included under the caption ** Deferred Charges.*^ It 
is suggested that they be limited to deferred expenses 
and that all items representing tangible inventories 
be included xmder the caption of ** Inventories.'* The 
items of office stationery and supplies, catalogs, and 
all other supplies inventoriable by actual count, should 
be included as separate headings under ** Inventories/* 
In most well-organized offices these accoxmts would 
be operated on a perpetual inventory basis and they 
should therefore be treated as inventories in the 
balance sheet 

**Def erred Charges^* should therefore be limited to 
accounts representing expenses prepaid and should not 
include purchases of articles physically inventoriable. 
They should include accoimts of the following nature: 

Prepaid Insuranee. 

Prepaid Interest 

Organization and Promotion Expenses. 

Prepaid Advertising (not including advertising supplies). 

Prepaid SeUing Expenses. 

Prepaid Taxes. 

Bond Discount. 

Prepaid Bents. 
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MiBcellaneous Deferred Charges (Prepaid Memberships, 
Dues, Licenses, Extraordinary Repairs and Maintenance 
charges. 

PRBPAID INSUBAKOB 

The auditor should reoommend that insurance prem- 
iums be charged to a Prepaid Insurance Account and 
that one-twelfth thereof (if year policies) be charged 
to Insuranoe Expense each month and the Prepaid 
Insurance Aocx>unt credited. An insurance register 
may in some instances be recommended in which the 
following details will appear: 

Policy number. 

Name of company. 

Date of policy. 

Date of expiration. 

Nature of insurance. 

Amount of insurance. . 

Amount of premium. 

Twelve columns covering the months of a calendar year. 

The important feature of an insurance register in 
the form above proposed is the section divided into 
the twelve columns for the ealendar months. In these 
columns will be placed the monthly fraction of the 
prepaid insuranoe premium so that the sum total of 
each column will at once represent the amount charge- 
able each month to Insuranoe Expense and will, of 
course, at the same time be the amount by which the 
inventory of Prepaid Insuranoe will be relieved or 
credited. 

If an insuranoe register as outlined be kept, the 
auditor should have no difficulty whatever in verifying 
the Unexpired or Prepaid Insuranoe Account. If no 
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register is in force, he will have to determine the 
prepaid balance by listing all the policies and their 
unexpired portions. Wherever practicable, the auditor 
should recommend that all insurance be taken out on 
one specific date and preferably on the first day of 
each fiscal year. In the latter case the matter of 
distributing the expense to the months would be simple 
and no division of the individual premiums would be 
necessary; again, all insurance would expire with the 
year so that the Prepaid Insurance Account would 
be entirely eliminated at the end of each year. Any 
additional insurance which might, for one reason or 
another, have to be written during the year could 
easily be rewritten at the begiomng of the next year 
to conform with the general plan. Where the insurance 
is extraordinarily heavy, the plan as outlined might 
not be feasible because of the large premiums all 
payable at one time; then again, if universally prac- 
ticed, the entire business of insurance companies would 
fall into one mcmth and it would probably be physically 
impossible to issue the policies. In individual cases, 
however, where the amount of insurance carried is 
moderate, the plan should work admirably and sav^ 
the beekeeper aa well as the auditor considerable 
time in attaining their respective objects. It might 
be suggested as always feasible and where the annual 
plan could not be f oUowed, to have equal portions of 
the insurance expire quarterly or monthly, thereby 
giving regularity to the Insurance Account and simpli- 
fying the accounting procedure. 

Coincident with the examination of the Prepaid 
Insurance Account, the auditor should carefully inspect 
the policies; he should see that they are made out in 
the client's name, he should examine the co-insurance 
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clause or any other resiriotioiiSy and he should be always 
on the watch for the contingent liability clause on the 
policies of mutual or assessm^it companies. As a 
rule, there is a contingent liability of five timee the 
premium paid on these policies. He should also exam- 
ine generally into the adequacy of the amount of iosur- 
anoe carried and into the policies written with a 
Go-insuranoe dause. 

FBEPAm IKTEBBST 

Thirty-day discounts, unless coming near the end 
of the last month of a fiscal year, need not be included 
in the Prepaid Interest Account, But if the auditor 
should find a $100,000.00 note discounted for thirty days 
at 4 i>er cent on December 20 (assuming the fiscal year 
ended with the calendar year), he should certainly see 
to it that only one-third of the discount be charged 
during the year and the remainder set up as Prepaid 
Interest to be written off during the following January. 
We might recommend that all thirty-day discounts not 
coming on the first five days of a month, if of any 
appredable size, should be charged to Prepaid Interest 
Account rather than to Interest Expense, sc; that each 
month may be burdened with its proper share of 
expense. 

Any discounts for i>eriods of over thirty days (unless 
they be too small for consideration) should without 
any question be charged to Prepaid Interest Account 
and the expense properly allocated between months 
in proportion to the number of days covered by the 
term of the loan during these months. Thus a ninety- 
day loan of $1,000.00 discounted January 15 at 6 per 
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cent should provide first for a charge of $15.00 to Pre- 
paid Interest Accoonly and ronghly Interest Expense 
should be charged and Prepaid Interest credited in the 
following manner: 

1/6 of $15.00, or $2.50 in January (1/2 month) 
1/3 of f 15.00, or $5.00 in February (1 month) 
1/3 of $15.00, or $5.00 in March (1 month) 
^ 1/6 of $15.00, or $2.50 in April (1/2 month) 

$15.00 Total diBcount distributed 



On large loans the discount should be worked down 
to a day basis and each month charged on the basis 
of actual days in the month rather than on a thirty- 
day basis. 

Where notes receivable are discounted, it is hardly 
ever desirable to set up the amount of disc(mnt as a 
deferred (charge, because in the first place the notes 
may become liabilities and secondly because they gwer- 
ally bear interest equivalent to the discounts or in 
excess thereof. At the end of the year, however, 
if the notes receivable discounted are numerous and 
the discount heavy, provision should be made for the 
prepaid portion and offset against any interest accrued 
on these notes which will be recoverable when the 
notes are paid by the makers. 

Our concern here is chiefly with the regular notes 
of the client discounted as loans. These discounts the 
auditor should always (if they are for a period in 
excess of thirty days or if in large amounts) set up 
in the Prepaid Interest Account so that the period 
under audit and the period to follow may each bear 
its proportion of interest expense. The auditor must 
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always be cantioned to make adjufitments of this kind 
for both the end and* the beginning of the period he 
is reporting on. If he sets up an account for Pr^aid 
Interest at the end without adjusting the accounts at 
the beginning, the interest expense for the period will 
be misstated; the adjustment at the beginning of the 
period will affect the Surplus and current profit and 
loss accounts, whereas the adjustment at the end 
will affect merely the current year's Profit and Loss 
Account and will create a deferred charge temporarily 
viewed as an asset account for balance sheet purposes. 
This whole subject may be illustrated by the following 
problem: Company A's books show charges during 
the year of $3,000.00 for loans discounted. At the 
end of the year the auditor finds that $300.00 of this 
amount represents prepaid interest on loans which 
will not mature until the subsequent year. We can 
readily see that the following eniary must be made: 

Prepftid Interest $800.00 

DlBCOtint $800.00 

To set up interest prepaid chargeable to next year's 
expense since some notes do not mature until next 
year. 

This entry would reduce the Discount Account to 
$2,700.00, but is that all that is chargeable to the 
current yearf Let us suppose that the auditor's 
investigation shows that no provision was made for 
prepaid interest at the beginning of the year and 
that all the discounts were included as expense during 
the year prior; if it were found further that the pre- 
paid interest at the beginning of the year (all charged 
to prior year's operations) amounted to $800.00, the 
following entry would then have to be made: 
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Dlsoountfl $800.00 

Surplus 1800.00 

To charge expenses of current year with portion of 
discounts on loans discounted In prior year, all the 
discount haying been charged to prior year's expense. 



It is readily seen that if the aodltar had been con- 
tent to adjust the Discount Account for the end of 
the earrent year only, the discounts charged would 
have amounted to $2,700.00, whereas the actual dis- 
counts applicable to the current year amounted to 
$3,500.00. Had no adjustment been made for the begin- 
ning of the year, both the current year's acooTmts would 
have been wrong as well as the Surplus Account or the 
prior year's expenses. Therefore in dealing with all 
prepaid or accrued items when these are not consid- 
ered in the books of account, adjustments must be 
made at both the end and the beginning of the period 
audited so that current operations may be properly 
stated and the Surplus Account at the beginning 
corrected. 

OBOANIZATIOK AND FBOMOTION BXFBKSBS 

If there are merely nominal expenses in connection 
with organizing a business or a corporation, no justi- 
fication can be found for setting these up as deferred 
charges to future operations. If, however, it can be 
demonstrated that the expenses of this character were 
unusual in amount and that the expenses were of such 
nature that future operations would benefit thereby, 
say because of excellency of organization^ then it is 
permissible to spread such expenses over a period of 
from three to five years. Again, if these expenses were 
extraordinarily heavy, the effect of charging them all 
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against the firat year's (derations would distort the 
Profit and Loss Acoonnt. 

Bat let us assume that the organization expbnses are 
being spread over five years in order not to distort the 
operatious of the first or any one yelax, and we find 
that the company has during the first year made a net 
profit equal to the deferred charge for organization 
expenses for the nexf four years: could we justify the 
payment of a dividend out of the first year's net earn- 
ings? Legally a dividend could be declared, but one 
would be inclined to criticize the directors for distribut- 
ing profits so long aa such an intangible and positively 
valueless asset as organization expense remained on 
the books. 

Would the writing off of organization expense after 
the first year necessarily distort the Profit and Loss 
Account? If the profit and loss statement were prop- 
erly prepared, no distortion would appear, because 
the net profits from operation could be clearly shown 
and the organization expeuBO could be deducted as 
an extraordinary charge. A true comparison of opera- 
tions could therefore still be obtained between the 
first year and succeeding years. The distortion, if 
any, would appear in the balance sheet and then 
only if the indusion of organization expense would 
result in a deficit and the deficit were shown as a 
total One is inclined to believe that a wise and 
conservative banker would look with more favor on 
a balance sheet showing a net profit from operations 
and a deduction therefrom for the entire amount of 
organization expense, altho the result might be a 
deficit, than on a balance sheet which carried the 
organization expense as a deferred charge. The net 
worth might be expressed as follows: 
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Capital stock . $100,000.00 

Add— Net Profits from operations for the year $20,000.00 

Deduct— Organization Bzpense 25,000.00 5,000.00 

Net Worth $95,000.00 



If, in the same case, organization expense were 
written off at the rate of $5,000.00 per year, the net 
worth wonld show np as $115,000.00, whidh would 
hardly reflect the real financial strength or position 
of the company, especially in view of the fact that 
the next year might not yield a profit We are there- 
fore rather inclined to believe that from the stand- 
point of conservatism, organization expenses should 
be charged off the first year and in such a manner 
that the results from operations would not be affected. 
Only in exceptional cases, then, where the organiza- 
tion expenses actually affect future operations or 
where the process of organization is long drawn out, 
is found a real justification in deferring charges of 
this nature* 

It is the auditor ^s duty to impress upon the execu- 
tive of any business that his balance sheet should 
be composed of assets representing real values and 
of only such deferred charges as truly benefit or affect 
future operations. An auditor certifies not only to 
the balance sheet as a statement; he certifies to the 
values of the items included in the balance sheet. 
He must be ready to state that, in his opinion, tiie' 
balance sheet truly sets forth the financial position 
of his client. No unqualified certificate can be ^ven 
to a balance sheet containing numerous or large intangi- 
ble assets, or deferred charges. The business man 
should realize that the value of an auditor ^s certificate 



Digitized by 



Google ^ 



68 Auditing Procedure 

is limited by its qualifications, and that a trae state- 
ment of financial position ev^n though at times nnf avor- 
able carries more weight with creditors and bankers 
than one filled with intangible items; this is especially 
true if the statement shows that results from opera- 
tions are favorable and that financial position although 
somewhat less favorable is the result of a commend- 
able and conservative policy to reduce assets to actual 
and true values. 

In analyzing the Organization Expense Account the 
auditor must make sure that no items included therein 
represent operating expenses. Cases are common where 
many charges have been made to this account for 
regcdar operating expenses in order that a good show- 
ing could be made at the end of the first year or 
to foster additional sales of stod: or securities. In 
the case of external promotion, the auditor should call 
for the contract with the promoter in order to assure 
himself that the company has not paid any of the 
expenses which the promoter himself was to pay — ^in 
fact, that all the stipulations of the contract were 
properly complied with and that there ifi no further 
liability on the part of the company to ttie promoter. 
Some promotion contracts provide a share of the annual 
profits to the promoter for a period of years; such 
a liability and its extent must be considered and 
thoroly examined by the auditor. 
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Dbfebsbd Ghabges (Cont'd) 

FEEFAID ADVEBTI8IN0 

Advertising supplies and materials for distribution, 
whether they be forms used by the advertising depart- 
ment or whether they be selling literature or csatar 
logs, should be treated as inventories. Advertising 
expense should be charged according to quantities used 
or mailed each month and the Inventory Account 
credited. Any obsolete material should be ^itirely 
charged off when obsolescence is established. There 
is no more reason for treating advertising supplies 
or literature under the caption of ** Deferred Charges'* 
than there is for placing raw materials for manufacture 
under such a heading. The benefit from advertising 
supplies and literature comes thru use, practically in 
the same manner that materials for manufacture obtain 
value and produce revenue — ^by being put to use thru 
production. In a going concern all inventories have 
the same use value; they should, however, be properly 
classified in the balance sheet 

The auditor will find, however, that the Prepaid 
Advertising Account will include items which are 
not inventories of advertising supplies but aatual 
expenses covering servi<^, publicity campaigns, dis- 
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tribution of samples, travelings and numerous other 
expenditures which are being deferred because their 
benefits are to accrue at a future time. The greatest 
care must be exercised by the auditor in inspecting 
this account; sometimes when an audit is made at a 
time considerably beyond the date to be covered by 
the certificate, the results from the expenditures 
deferred can be fairly well determined so that a 
much better estimate of the deferred values can be 
formulated. 

Current newspaper and magazine advertising can- 
not be considered as a deferred charge. However, a 
special campaign conducted by a firm or through an 
advertising agency would entail heavy expenditures, 
the results of which could not possibly become evi- 
dent until some future date; expenses of this nature 
may very justly be deferred and subsequently charged 
against the revenue they are to produce. The auditor 
should recommend, however, that deferred expenses 
of this nature be written into operations as quiddy 
as possible, since they are at best very elusive and 
uncertain assets. 

PBKPAm SELLJNO BXPBKSBS 

In quite a number of industries the great bulk of 
expenses precedes by a considerable period the deliv- 
ery of the product This condition exists wherever 
production or sales are seasonal, and it is quite justly 
felt that the period of deliveries or sales should be 
burdened with the selling expenses producing the sales. 
K expenses of this kind are deferred at the end of 
any fiscal period, the auditor must make sure that a 
similar procedure was followed at the beginning of 
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the period, so that the selling expenses included in 
the period may be correctly stated. - 

A number of points must be considered well in 
passing judgment on the validity of treating a por- 
tion of selling expense as a deferred charge. These 
may be tabulated in question form as follows: 

1. Was all the deferred selling expense incurred to secure 
orders for future delivery, or was part of it mcident 
to securing current orders f 

2. How many of the orders will be cancelled f 

3. How much of the expense was really produotivef 

It is somewhat difficult to divide a salesman's time 
and expense between efforts expended to secure orders 
for immediate delivery and orders for future delivery. 
Again, the orders for future delivery may be inci- 
dental to his regular activities of securing current 
business, especially if, for promotional and publicity 
purposes, he is kept on the road constantly. Pibbably 
the relative volumes of current and future orders 
obtained is the best method for distributing the expense. 
But can the entire portion so determined and so 
applicable to future deliveries be deferred? May not 
some of the orders be valueless in that they may be 
cancelled f To answer this question the auditor should 
determine the percentage of cancellations to orders 
booked for a period of years and he should deduct 
that percentage, if it has not already been done, from 
the portion of selling expense deferred. 

Selling expenses, other than for traveling, if incurred 
in connection with obtaining orders for future deliv- 
ery, may legitimately be deferred. Here again, how- 
ever, we are confronted with the possibility that these 
expenses may or may not be productive, aa only 

6 
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the results at some future time can give definite 
information on this subject. 

Where sales are fairly normal from year to year 
and no extraordinary selling campaigns are inaugu* 
ratedy the auditor should discourage the practice of 
deferring selling expenses ; in such instauces the expen- 
ditures would run on a fairly uniform basis aad much 
of the needless work of proration between periods 
could be eliminated. 

Whatever expenses are deferred should be charged 
off as deliveries are made. This implies, of course, 
considerable statistical work, in that the deliveries 
must be checked off against the orders previously 
taken for future delivery and the deferred expenses 
credited, in proportion as deliveries are made. The 
sales manager should be held responsible for furnish- 
ing these statistics because the information yielded 
by them is of considerable value to him a*d will verify 
or disprove the established averages for cancellation^ ; 
they will further prove to him the effectiveness of 
the selling expenBe outlays for special campaigns 
thru the mail orders he receives in consequence of 
such campaigns. 

The auditor must again be cautioned to view Deferred 
Selling Expense with a highly critical eye; its value 
in a statement of assets is a very dubious one and 
would carry practically no weight with a banker, credi- 
tor, or' even stockholder unless perfectiy established 
as entirely valid. The auditor's report should con- 
tain a very concise resume of this deferred item so 
that nothing would be left to the imagination. Items 
of this character have no place in the balance sheet 
unless established as an asset beyond the slightest 
possibility of doubt. 
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PREPAID TAXES 

As a rule, taxes are assessed according to the calen- 
dar year and are payable some time between Jannaxy 
and April of the following year. That being true, we 
rarely encounter a condition where taxes are paid 
in advance. Special taxes, howevery similar to licenses, 
are generally paid in advance; whenever such a con- 
dition is encountered, the auditor must see that the 
expenditure has been properly proportioned and liial 
the amount deferred is correct. He should naturally 
inspect the tax collector's receipt and verify there- 
from the period covered. 

It is our impression that in a number of states 
property taxes are payable in advance (or at 
least partly so) when the fiscal year of a company 
and calendar year coincide. In such instances the 
auditor must ^apply Ihe S£(me process of verification 
for the deferred portion recommended above. 

BOND DISCOUNT 

When bonds are sold for less than par or at a 
discount, it is entirely legitimate to write off the dis- 
coimt during the life of the bonds, since it is presumed 
that the whole period will benefit by this mode of 
financing. The usual custom is to write off the dis- 
count in equal annual portions. However, if the 
bonds are retired annually or partially at various 
times before maturity of the last series, the bond 
discount must be written off in proportion to the 
retirement provisions. The auditor must examine the 
amortization provisions carefully and must adjust the 
balance sheet so that the correct status of the account 
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may be reflected. If, for example, a company issues 
$100,000.00 of first-mortgage 5 per cent bonds to be 
retired at the rate of $10,000.00 per year and these 
bonds are sold at 90, it would certainly be incorrect 
to write off $1,000.00 each year, especially in view 
of tiie fact that the company after the first year has 
the benefit of only a portion of the funds provided. 
The discount would in this case be charged off in 
proportion to retirement as follows: 



Fint year . 
Seeond year 
Third year . 
Fourth year 
Fifth year . 
Sixth year . 
Serenth year 
Eighth year 
Ninth year 
Tenth year 





FHustional Portion Amount 




of 110,000.00 Bond of Bond 




Discount To Discount To 


UMOfCapiUl 


Be Written Off Be Written Off 


1100.000.00 


10/55 $1.818.19* 


90.000.00 


9/56 1.636.36 


80,000.00 


8/55 1,454.54 


70.000.00 


7/55 1,272.73 


60.000.00 


6/55 1.090.91 


50.000.00 


5/55 909.09 


40.000.00 


4/55 727.27 


30.000.00 


8/55 545.45 


20.000.00 


2/55 863.64 


10,000.00 


1/55 181.82 



$550,000.00 



55/55 



$10,000.00 



* Increased arbitrarily by one cent to take up the odd cent necesaary 
to produce an even $10,000.00. 

Disootmt on bonds really indicates a corporation's 
credit rate of interest or its rate of borrowing power, 
and is in reality^ therefore, an additional interest 
charge. By writing off the discount annually provision 
is really made for the effective interest rate, and 
the charge should be to Bond Interest Account rather 
than to Profit and Loss; wherever possible the charge 
should be made monthly for one^twelfth of each year's 
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portion, in line with a general reoommendation that 
monthly statements of operations be had in every 
business. 

Every auditor wonld do well to become familiar 
with actuarial science and with investment account- 
ing so that he will be fully equipped to deal with 
any complexities in connection with the amortization 
of bond discount or bond premium and sinking fund 
requirements.^ 

FBBPAm BBKTS 

This item of deferred charges can be dismissed with 
a few words. It is a legitimately deferred expense 
and must be written off during the period or periods 
it covers. The auditor must be sure that the entire 
rent charge for the period audited is properly accounted 
for, and that therefore the account at the beginning 
of the period was also adjusted if such an accoimt 
existed at that time. 

MISCELLANEOUS DBFEBBED OHABGES 

Association and club memberships and dues in busi* 
ness organizations paid in advance (if in sufficiently 
large amounts) may le^timately be set up as deferred 
charges. The same is true of licenses. Liquor licenses 
especially should be charged as deferred expenses and 
written off monthly. Some breweries pay the saloon 
keeper^s licenses and the license account is a Jarge 
one; thus in order to reflect operating costs truly, 
this must be properly written off month by month. 
It is the auditor's duty to inspect such accounts thoroly. 

^ Spragae'8 The Accountancy of Investment will be found very useful. 
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Sometimes extraordin&ry charges for repairs and 
maintenanoe of bnildings or machmery will appear 
among the deferred charges. Snch inclusion is hardly 
legitimate because the just suspicion is at once aroused 
that the client has not made ample provision for 
depreciation and that he has not k^t his properties 
in good repair during past periods of operation. If 
the extraordinary repair or replacement represents a 
real increase in the earning power, the charge may 
be capitalized in full or in part If, however, the 
charge represents the failure to provide for proper 
repairs in the past, it should not only not be capi- 
talized but it should not be set up as a deferred 
charge; such an expense should be charged to Surplus 
Account so as to adjust the results from past opera- 
tions which really put the property in bad order. 
The repairs should have been made during the past 
and a present or future period should not be penalized 
because of a past deficiency. 

If extraordinary replacements are due to the ele- 
ment of obsolescence, which cannot always be foreseen, 
there may be some justification in deferring the charges 
of installation or of actually setting up some of tlie 
replacement as a capital charge, especially if the 
value of the replacement is in excess of the obsolete 
factor and will be productive of larger revenue. The 
obsolescence factor represented by the residual value 
of the equipment scrapped should, however, be charged 
against the reserve for depredation, or in part to 
Surplus Account if the reserve did not provide for 
obsolescence.* The expense in connection with install- 



^A more complete dlactifisioii of obeoleseenoe wiU be found on pa^es 
163-4. 
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ing a new device which is supplanting an obsolete 
factor might be regarded as an extraordinary charge 
and therefore deferred, or if a legitimate expense for 
installation, it may be capitalized. 
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THX AUDIT or JUkJLAXOm 8HKBT AOOOTOfTB (Oasf d) 

Intangible Assbts 

There are a number of asset aooounts found on 
representative balance sheets which have no real value 
except for the concern itself, and then only as long 
as the concern is a going one or in the event of 
certain contingencies. Such accounts axe the Goodwill, 
Patents, Trade Marks, Copyrights, etc 

GOODWILL 

Goodwill represents that value to a business by 
which it is able to attract trade, keep it, and increase 
it It fluctuates, therefore, constantly with a business 
concern's ability to hold and to increase its trade. 
To a company originally organized without an acquisi- 
tion of goodwill by purchase, it has no book value and 
should not appear as an asset. Whenever that com- 
pany is ready to sell out, however, goodwill immediately 
becomes a tangible asset because actual cash or the 
equivalent can be obtained for it It then represents 
the earning power of the company, its power to make 
profits consistently, which again is related to its estab- 
lished trade and iStanding as a business house. Coupled 
with all these 'elements, goodwill embraces the values 
contained in trade names of commodities and the 
reputation for excellency of product. 

78 
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These values^ intangible and not expressed on the 
oompany's balance sheets are all factors whidi estab- 
lished the power or ability to make consistent profits, 
so that the measure of goodwill is really profit-making 
ability^ extended over a sufficient number of years so 
as to leave no doubt of the company's earning ability. 
Goodwill therefore beoames a realizable asset to a 
company only when it is ready to sell out; after sale, 
it becomes an intangible asset to the buyer who, 
however, has a right to carry it in his balance sheet, 
since to him it is an actual purchase, by cash or the 
equivalent, of profit making power. When goodwill 
is purchased, .the acquisition represents the condensed 
managerial ability of a successful concern, the entire 
essence of that concern's business getting ability, and 
its business reputation among its customers. How 
well this can be used by the purchaser is the measure 
of its value to him. 

United States Treasury decisions given in connec- 
tion with the Federal Income Tax will not permit 
any depreciation of the Goodwill Account. This is 
m harmony with the accountant's attitude that good* 
will cannot be a charge to operations. There is in 
reality no justification in closing out the account. 
It in no way affects operations; it is an intangible 
asset, to be sure, but it has been x>^d for in cash 
or an equivalent; it should be carried on the books 
at cost and no tampering with the account should be 
tolerated. We have come in contact with a num- 
ber of cases where the Goodwill Account represented, 
in addition to cost, the accumulated losses resulting 
from several years of operations. 

To charge off goodwill would indicate that it is 
used up in business operations; this is untrue. If 
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it were so written off, a secret reserve would be 
developed. There might be a strong inclination to 
write it off year by year if profits were unusually 
high, but high profits would be the strongest argu- 
ment for the retention of the account intact It would 
seenl, therefore, that viewed from all angles, a Gk)od- 
will Account should represent actual cost and that 
it should be retained on the books intact, for it is 
not susceptible to depreciation or obsolescence and 
is not consumed in business operations. The auditor 
must be certain, however, that the account includes 
only the purchase price and that the acquisition was 
regular. 

Valuation of Goodwill 

The most important thing about goodwill is its 
determination. Shall it represent the average annual 
net profits for two years, or for five years, or shall 
it be even larger! It will be readily admitted that 
the first step in computing goodwill is the determina- 
tion of the n^t earnings of a business; a usual se^ 
ond step is to deduct therefrom the interest on capital 
invested and the value of managerial or owners^ 
services; the remainder is the amount to be multi- 
plied by the number of years agreed upon to fix 
the Goodwill Account. 

The determination of goodwill is dependent upon 
two factors — ^first, the number of ye^xs in business, 
and second, the type of business. An established 
monopoly may secure from ten to fifteen or more 
times its average annual profits, whereas a com- 
mon valuation of goodwill for other non-monopolistic 
enterprises is only twice its average net profits for 



Digitized by 



Google 



Audit of Balance Sheet Accounts 81 

one year. For mannfaetaring i&dustriesy in existence 
for a period of ten years or so, four or five times the 
average net profits for the past four or five years 
is often used. The same is true of a retail or a whole- 
sale trading oonoem. Again, the closer we come to 
monopoly in any business, the larger beoomes the 
multiple. In most instances, however, it is customary 
to deduct from 5 to 7 per cent for capital investment 
and for the value of managerial services. 

"Whenever an auditor is employed to obtain a valu- 
ation of goodwill, he must be sure that the net profit 
figure actually represents net profit He must assure 
himself that proper provisions have been made for 
depreciation, that all operating expenses have been 
taken into account, and that no items are carried on 
the balance sheet as assets which are wholly or partly 
expenses and which should have be^i closed into past 
operations. He must also satisfy himself that none 
of the assets is obsolete and that all accrued assets 
and liabilities have been included in the accounts. 
Unless a complete examination along these lines is 
made, there is the danger that profits will be incor- 
rectly stated. 

The amount paid for goodwill should, as a rule, 
have no bearing on the purchase of the other assets 
of a concern, altho if the profits are properly stated 
and there has been no inflation of fixed assets 
thru Surplus Account, the balance sheet at the 
time of sale would reflect going values which the 
buyer would probably insist on for fixing the pur- 
chase price. It often occurs, however, that when a 
company sells out, appraised values (based on r^ro- 
ductive costs less accrued depreciation) rather than 
depreciated original cost values, are demanded by the 
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seller. There is, of course, no room for criticism 
if the sale be made on that basis and the buyer is 
willing to pay a price equivalent to present cost. To 
the company selling, the excess obtained over depreci- 
ated book values may be accepted as a profit, and 
the buyer may legitimately ijjiclude the excess as 
part of the value of fixed assets acquired and carry 
it as a capital account; such an excess would not be 
chargeable with the goodwill purchased. 

Despite all that has been said about the nature of 
the Goodwill Account many concems will insist on 
its gradual extinguishment; such action cannot be 
criticized, especially if the stockholders do not object 
The auditor, however, must be warned that the charges 
must be made not into operations but against Surplus 
Account at the end of each year after the profit and 
loss accounts have been dosed. 

PATENTS, TEADB MABKS, COPYRIGHTS, ETC. 

These assets, in the case of the purchase of another 
business, are so doseljr allied with goodwill that they 
may be included therewith. Their value, however, is 
not determinable in the same manner. The unexpired 
years of the patents, etc., should be the basis of their 
valuation. If a patent purchased with the goodwill 
of another concern had but one year to run, its value 
to the buyer would be almost nil, whereas if the 
patent were to expire in ten years, the dangers from 
competition would be very remote and the value of 
the patent very great. 

An account for patents, trade marks, or copyrights 
may, of course, appear in balance sheets independentiy 
of goodwill or where there is no Goodwill Account at 
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all. Such would be the case with a oorporation that 
developed its own patents or bought them. The audi- 
tor should make sure that the charges to theso accounts 
represent only actual cost in the case of purohasoy 
or legitimate expenditures in the case of internal 
development. All legal expense in connection with 
obtaining patents, etc, and for protecting them may 
legitimately be capitalized. The preparation of draw- 
ings, patterns, and experimental expenses are also 
properly chargeable. However, when all of these 
charges have been properly capitalized^ a company 
may adopt the plan of writbig off these assets during 
the life of the patents or of the other legalized 
privileges. 

Litigation expense in protection of a patent may 
justly be charged to the Patent Account, but any 
legal outlay in connection with a suit against others 
for infringement should not be capitalized thru the 
Patent Account; such expenditure may be deferred 
until recovery on the patent infringement suit and 
then charged against the income from the infringer, 
but it cannot be regarded as an expense of establish- 
ing the patent rights. 

Patents or other legalized rights often become value- 
less or obsolete long before their expiration. When- 
ever this is true, the auditor should insist that the 
accounts reflecting these rights be written off against 
Surplus Account. All dead timber should be. excluded 
from the balance sheet. 



Digitized by 



Google 



CHAPTER Xn 

THX AmOR OF BAIiAMCn 8HKBT AOOOUITEB (OonM) 

NoTBs Payable 

Notes are given either in evidence of loans made 
from banks or others, or in payment for commodities, 
services, or contracts. The auditor should therefore 
schedule notes payable under the following two classes : 

1. Notes given for loans : 

(a) From banks. 

(b) Prom others. 

2. Notes given in payment of prior obligations coyering : 

(a) Purchases. 

(b) Contracts. 

(c) Services. 

It might be advisable to suggest a third class, viz., 
notes given by the company to its oflScers or employees. 
At any rate whether or not these are put into a 
separate claas, they require very special and thoro 
examination. 

NOTES GIVEN FOB LOANS 

These should be scheduled in two groups, namely: 
(1) Loans Secured and (2) Loans Unsecured. They 
should be listed in the following manner under these 
two groups: 
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1. Date of note. 

2. Creditor. 

3. Due date. 

4. Bate of interest. 

5. Amount of note. 

6. Interest accrued to date of audit. 

7. Prepaid interest (if discounted) at date of audit 

8. Extra indorsers. 

9. Renewal or original. 

10. Collateral given as security (for Secured Loans). 

Statements from the creditors should be furnished 
to the auditor direct, and these statements should 
show the details listed in the auditor's schedule. In 
requesting the client to furnish him with the state- 
ments from the creditors, the auditor should see 
that the letters addressed to the creditors call spe- 
cifically for a list of any collateral deposited with 
the loans. The auditor's certificate or balance sheet 
must indicate clearly what assets of the client have 
been hypothecated. All loans must be investigated 
further tiiru the client's minute book, where the Board 
of Directors' authorizations should be found or where 
the general provisions empowering some official to 
make loans up to certain amounts could be verified. 

All noteholders should be circularized. The state- 
ments received from them should then be compared 
with the loans or notes scheduled on the books and. 
of course, with the auditor's own list Any discrepan- 
cies should be ironed out immediately. The cash 
receipts record must be scrutinized for every loan 
made during the period under audit whether outstand- 
ing at the end of the period or not. Cash or an 
equivalent must offset the entry for every note payable. 
The cancelled notes for previous loans or payments 
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should be demanded by the auditor; these notee must 
be dearly cancelled so that their negotiabiliiy is fully 
destroyed. Where such cancelled notes are not pro- 
duced for inspection^ the auditor must cover himself 
by stating that fact in his report together with an 
explanation of the deficiency from some responsible 
official 

Wherever notes payable registers are kept, the bal- 
ances shown therein must first be compared with the 
creditor's statements and then with the general ledger 
controlling account Where notes are used extensively, 
the auditor should suggest a note book wherein all 
notes are numbered and stubs are used to duplicate 
the notes. Under such a plan all cancelled notes 
should be pasted on to the stubs. The open stubs 
must then agree with the note register and the gen- 
eral lodger controlling account. The cancelled notes 
should be compared with the stubs so that assurance 
may be had that the stubs and notes are in agree- 
ment. Any alterations on either the stub or the note 
after cancellation should be very carefully investigated 
and traced to the cash records of receipts and pay- 
ments, or to whatever accounts were affected by the 
making and payment of the note. If a note book is 
provided wherein each note had a number, then of 
course every number must be accounted for by a note 
still out, a note cancelled, or a note spoiled (which 
should be pasted on its stub). Wherever a numbering 
system is in use, the note number should be called for 
when circularizing the creditor. 

A concern sometimes finances itself by either sell- 
ing its notes to a broker or by having the broker 
sell the notes to other investors or banks. The broker 
should be requested to furnish a certificate to the 
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auditor for all notes purchased outright and held, or 
in case the broker sold the notes to others, he should 
report on the notes sold and the notes stiU in his 
possession. In any event the proceeds must be traced 
into the cash receipts record by the auditor, and any 
unsold notes from which no proceeds were derived 
must be listed. These latter may be entirely dis- 
regarded, and therefore not included in fhe balance 
sheet, or they mky be shown as liabilities offset by 
a charge to the broker. Notes sold by brokers should 
bear interest from date of sale and not from date 
of note; the interest account must therefore be care- 
fully checked and all accrued interest set up in the 
accounts. 

Many loans are made thru demand notes. In such 
instances, as a rule, interest is paid monthly. The 
auditor, however, must assure himself that such inter- 
est has been paid regularly or else he must schedule 
the accrued interest to the date of the audit; he must, 
of course, also schedule any accrued interest on demand 
notes since the date of the last interest payment.^ 

KOTES GIVEN IN PAYMENT OF FRIOB OBUQATIONS 

Notes given in payment of prior obligations should 
be carefuUy investigated. Notes given in payment of 
contracts or purchases can be verified from the cor- 
respondence files and by certificates from the holders. 
If the correspondence file yields sufl5cient evidence of 
the validity and nature of the liability, no certificate 
should be demanded; the latter course sometimes is 
misunderstood by the holder. The auditor should make 
it a point to detennine why notes are given in payment 

^The subject of Aoonie4 Interest wiU be more fully discussed laterf 
7 
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of purchases; either the procedure may be perfectly 
normal where large quantities are purchased (often 
as an accommodation to the vendor or to secure low 
prices), or it may indicate financial weakness. If 
there is any degree of suspicion that the latter condi- 
tion exists, the auditor should investigate the paying 
ability of the client generally. The results of such 
an investigation may reveal that there really is no 
financial weakness, but an improper provision for 
working capital. In this connection the auditor might 
render some valuable assistance by preparing for his 
client a comparative balance sheet and draft therefrom 
an ^'application of funds'' statement which will clearly 
indicate the sources and uses of funds and the causes 
for shrinkage of working capital. A business may 
be financially strong and yet unable to liquidate prop- 
erly its current indebtedness. If it invests too heavijy 
in fixed assets, its working capital is affected; there 
should be a certain proportional relation between fixed 
assets and current assets so that the latter will be 
sufficiently strong to ci^rry the expenses associated 
with the former. There must also be a limit to cur- 
rent liabilities carried by the current assets. A thoro 
study of the tendencies of indebtedness and the rela- 
tion thereof to paying ability should enable the auditor 
to throw much light on the financial position of his 
client and the underlying causes of that position. 

Notes given in payment for services are generally 
indicative of weakness. This statement may not hold 
with reference to closed corporations wherein officers 
may be willing to permit their salaries to remain 
witii the company either to assist their colleagues 
temporarily or to be exchanged for an additional block 
of capital stock later on. In usual cases, however. 
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servioes should be paid for promptly by check or cash. 
The character of aU notes given for services of any 
kind should be fully uncovered by the auditor and 
the recipients of the notes should be requested to state 
their side of the case. Notes of this kind should be 
so completely investigated that no suspicion as to 
their meaning should remain in the auditor's mind, 
and they must in every instance be related to the 
client's paying ability. The same care must be exer- 
cised in an investigation of notes of every description 
and character (whether for services or not) given to 
oflBcers and employees of a business. 

AocoTJNTS Payable 

The audit of Accounts Payable will vary according 
to the systems of accounting used by various com- 
panies. These are of two kinds: 

1. When an accounts payable ledger is used. 

2. When a voucher system is in use and the accounts 
payable ledger is dispensed with. 

ACCOUNTS PAYABLE LEDGER AUDIT 

Wherever accounts payable ledgers are kept, the 
first step in the audit of Accounts Payable should be 
the verification of the balances in the accounts and 
a comparison of these with the accounts payable ledger 
trial balance. The trial balanoe total must then be 
compared with the general ledger controlling account— 
if such a controlling account is kept. The second step 
embraces the analysis of the accounts and the exclu- 
sion therefrom (if necessary) of any accounts which 
are not strictly accounts payable, or of any debit bal- 
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ajQces representing charge backs, overpayments, eto. 
Debit balances in the aoconnts payaMe ledger should 
be indnded with the receivables on the balance sheet. 
Analysis of the Accounts Payable are made with two 
objects in view— first, the determination of the age 
of the accoimts, and second, the elimination fnnn the 
accounts of all items that are not liabilities to trade 
creditors or for contracts. 

The auditor should inspect all accounts and inquire 
very carefully into their character. If they are past due 
and not in dispute, the past due accounts should be 
separately stated in the balance sheet of the auditor's 
report; if they are in dispute, the reasons for this 
status should be made dear. Any doubtful or irregu- 
lar items should be ironed out by obtaining a certificate 
or letter from the creditor. Beference to the cor- 
respondence files sometimes proves of considerable 
value, and the statements from the creditors should 
be compared with the balances. This latter compari- 
son may reveal the fact that all liabilities have not 
been induded. 

To assure himself that all liabilities have been 
induded in the accounts, the auditor should do the 
following things: 

1. Examine the minute book of the company: liabilities 
may have been assumed by the board of directors which 
were not entered in the books or which, for policy 
sake, it would have been unwise to eater in the books 
for fear of making a confidential matter common prop- 
erty. Nevertheless the auditor mufit include such lia- 
bilities m his report. 

2. All bills or invoices from vendors or creditors not 
entered should be examined, as dome of these might 
apply to the period audited. 
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3. All entries of bills made subsequent to the period und^ 
audit must be examined, as a number of these may 
belong to the prior period audited. This examination 
must be intelligent and somewhat tolerant, because 
investigation generally shows that the amoimts thus 
entered subsequent to the closing of any fiscal period 
appear in all fiscal periods. Thus an auditor examining 
the accounts of a company for a calendar year may 
find a number of December bills f oi; telephone or tele- 
graph service, expressage, cartage, etc., entered in Janu- 
ary of the following year. He must not arbitrarily con- 
clude that these accounts must be thrown back, because 
if he goes a little farther, he will probably find that the 
January of the year he is auditing contains about as 
many changes applicable to the year prior. Judgment 
must therefore be used in adjusting the Accounts Pay- 
able. Small, unimportant items may be disregarded, 
but any account of consequence must always be con- 
sidered with this additional advice— that il the auditor 
insists on adjusting the Accounts Payable fully, it is 
better to include all of the liabilities no matter how 
small and adjust the accounts of the year prior, than 
to omit a single important item because of the tendency 
to believe that the liabilities between years run fairly 
uniform. 

4. Bills covering goods in transit should ordinarily be set up 
as Accounts Payable and the goods themselves included 
on the balance sheet as inventory in transit. The 
object of the balance sheet in an auditor's report is 
to set forth truly the financial position of the client. 
Therefore all liabilities of the character just described 
must be included, even, tho the goods have not yet 
been received. 

5. Sometimes there are liabilities for goods sold on con- 
signment, as consignment accounts are often carried in 
memorandum form only. The full liability to the con- 
signor should be included in the Accounts Payable if 
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the goods have been entirely sold, and separately indi- 
eated as a liability to consignor if partly sold. Since 
the former represents a^ completed transaction, the lia- 
bility is the same as to a trade creditor, whereas the 
latter case presents an acconnt in formation and should 
therefore receive a separate designation. 
6. As a final precaution the auditor should obtain a certifi- 
cate from the proper official of a company stating that all 
liabilities for purchases, expenses, contracts, etc., have 
been included in the books of account and that there 
are no claims, law suits, or liens registered against the 
company. 

VOtJCHBB SYSTEM AUDIT 

Practically all progressive firms have adopted 
voucher systems in comiection with their Accounts 
Payable. Where these exist, all liabilities are entered 
in the books as incurred and the verification of the 
Accounts Payable is much simplified. But even here 
it is necessary to make certain that all goods received 
on the last day of tiie period audited, as shown by 
the receiving clerk's records and all goods in transit, 
are not only properly included in the assets, but in 
the liabilities as well. These items, because of cer- 
tain delays in internal checking, might readily be 
omitted from the voucher raster. Of course, the 
voucher register for the month or several months 
after the period under audit, should be searched for 
any items properly belonging to the prior period. 

Where the voucher system is in use, we rarely find 
accounts payable ledgers. These latter are unnecee- 
sary because the file of unpaid vouchers is in itself 
the equivalent of a ledger. Moreover, the balances 
drawn up from the unpaid voucher file must agree 
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with the unpaid items on the voucher register and 
with the general ledger controlling account for vouchers 
payable as welL In verifying the latter account the 
auditor nmy follow one of two courses: he may 
list the open unpaid it^ns from the voucher register, 
comparing the total thereof with the controlling 
account, or he may make an independent list of the 
unpaid vouchers from the unpaid vouchers file and 
compare the totals thereof with the controlling account 
Either method should give the same result, and if the 
auditor is very conscientious he may first prepare the 
list from the unpaid vouchers file, compare this with 
the unpaid items in the voucher register, and then 
finally check his totals a^gainst the general ledger con- 
trolling account 
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AUBIT OF BAUkHGB BHSKT AOO O UliTS (GmVd) 
AOCBUED LlABILXSIES 

There are few concerns to-day that do not keep 
their accounts on the accrual basis. Income is no 
longer considered synonymons with cash received, and 
expense is no longer confined to expenses actually 
paid. Income consists of the earnings of a business 
growing out of a period of operations irrespective 
of collection and independent of the Gash Account; 
to put it more clearly, income accounts are credited 
for all values leaving a business in the form of sales, 
services, eta, without any regard to the Cash Account 
Some of the sales may be cash sales, but that is merely 
a coincidence of cash receipts and income and in no 
way affects the principle just laid down. Expenses con- 
sist not of expenses paid but of all expenses actually 
incurred in obtaining income or in connection with 
the operation of a business during a designated period. 

The first development in accounting on the accrual 
basis came with the establishment of Accounts Beceiv- 
able and Accounts Payable. The use of these accounts 
in even single entry bookkeeping injected an accrual 
element into accounting so that when profits were 
figured on the basis of comparison of assets and 
liabilities, the results of operations were revealed 
on an income and expense basis rather than on a 
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mere cash basis* By giving effect in the comparative 
statements of assets and liabilities, personal accounts 
charged and credited were considered and not cash 
receipts and disbursements. One can readily see that 
if a correct inventory were taken under a single entry 
system, so that all assets and liabilities would be 
expressed (including deferred charges and accrued 
items), the profits established by a comparison of 
such actual inventories between two dates would neces- 
sarily include (whether intentional or not) the results 
of operations on an accrual basis. 

In modem double entry bookkeeping, we no longer 
consider Accounts Beceivable and Accounts Payable 
as accrued accounts; we think of accrued accounts as 
accumulating assets or liabilities which are collectible 
or usable, and payable or due, respectively, at some 
future time, even tho the portion accrued to the end 
of a certain period represents an asset or liability 
at that date. 

Under Accrued Liabilities in 'modem accounting we 
find the following accounts: 

1. Accraed Interest. 

2. Accraed Wages and Salaries. 

3. Accrued Taxes. 

4. Sundry accrued accounts. 

ACCBUED IKTEBBST 

Accrued interest is a liability concomitant to other 
liabilities or superimposed thereon. Thus the partial 
liability for monthly interest, on an issue of bonds, 
which is payable on a later date, represents the accrued 
interest on those bonds; it is here in the strictest 
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sense of the word an accumnlatian liability from last 
payment of interest to the next payment^ so that 
if an andit covers a period ending between two sneh 
interest payment dates^ the acomed interest is that 
aoeomnlated liability from the date of last interest 
payment to the date at the end of the audit period. The 
same accmed liabUify would exist at a certain date 
between interest payment dates on loans from banks 
where the interest followed the note. 

In most modem accounting systems, provision is 
made whereby the accrued interest is recorded monthly. 
Under such conditions it is the auditor's duty to 
verify the accrued liability thus constructed. In quite 
a number of cases, however, the auditor will find that 
the accrued interest has not been taken up in the 
books, and it then becomes his duty to construct the 
account and to recommend its inclusion in the books. 
He must be on guard, however, with reference to the 
procedure at the beginning of the period he is audit- 
ing. If he sets up the liability at the end of the 
period and charges interest expense, he must eliminate 
that portion of interest paid after the beginning of 
the period which represented an accrued liability of 
the period prior to the audit. 

Accrued interest liability will, as a rule, be found 
in connection with long time loans or loans running 
beyond the period covered by the audit where the 
interest follows the note. Discounted loans, of course, 
if over thirty days* maturity or if extending beyond 
the period under audit, give rise to the Prepaid Inter- 
est Account discussed heretofore. The interest on 
demand loans is generally paid at the dose of every 
thirty days; therefore any accrued interest on these 
will usually represent the partially expired portion of 
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a thirty-day interest period. Accrued interest on 
bonds can readily be figured, and represents the lia- 
bility since last interest payment; here the auditor 
must make sure of his accounts by examining the 
bonds themselves to determine the last coupons dipped. 
If the bonds are not coupon bonds, the auditor must 
satisfy himself that all deposits up to and including 
the last interest payment date in the period, for 
interest due on the bonds, have be«i made with the 
trustee or the interest paying agent and that the Interest 
Expense Account has been properly charged. The 
accrued liability, if any, will then represent the inter- 
est payable but not yet due from the date of the 
last interest deposit. The interest deposits with a 
trustee should be offset by the coupons presented, paid, 
and cancelled, or by the receipts from the investors 
obtained thru and from the trustee when the bonds 
are other than coupon bonds. Any balances remain- 
ing with the trustee should equal the sum of the 
coupons outstanding and unpaid. The holders of these 
should be circularized, if possible (where registered), 
and should be requested to cash them. 

The accrued interest liability should be construoted 
by the auditor, or verified by him .(if already on the 
books), in connection with the basic liabilities on 
which the accrual rests — ^i.e., in connection with the 
examination and scheduling of the notes payable or 
bonds payable. The determination of the accrued 
liability is entirely dependent upon the information 
obtained from the basic liabilities. The bank or the 
holder of a note should be asked to furnish informa- 
tion on the amount of interest accrued in connection 
with the certificate covering the loan proper. 
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AOOBUED WAGES AND 8ALABIES 

Wherever the voucher system is in use and a voucher 
register in operation, a<!icrued wages and salaries are 
as a rule included in the accounts and form a part 
of Vouchers Payable. For purposes of balance sheet 
construction it is desirable, however, for tiie auditor 
to separate the Vouchers Payable into regular cred- 
itors' accounts and the various accrued accounts so 
that each may stand out distinctly. 

Where no voucher system is in vogue, it sometimes 
becomes the auditor's duty to set up the liabilities 
for accrued wages and salaries. As an audit is started 
subsequent to the payment of wages or salaries charge- 
able to the peribd under review, there should be no 
difficulty in determining the amount of these liabili- 
ties accrued at the end of the period. It is sufficient 
if this be done on a fractional basis rather than by 
reference to each individual time card. Thus if four 
days of a weddy pay roU had accrued, it will be 
satisfactory to take four-sixths of the entire pay roll 
paid unless some unusual condition surrounds the case 
in queeticm; if, for example, the week ended with a 
Saturday and the men worked until Saturday noon 
only, then the pay roU should be split on a fractional 
basis of hours instead of days. 

The auditor must again be cautioned that if he 
sets up an accrued liability for wages and salaries 
at the end of the period, he must assure himself that 
the accoants reflect the same adjustment at the begin- 
ning of the period. 

In setting up a liability for accrued salaries the 
auditor must include not only the salaries of officials 
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and clerks but also any salaries due in part to travel- 
ing salesmen or agents. 



AOOBUED TAXES 

Aocraed taxes can be determined from the last^ 
tax receipt covering the taxes for the period prior to 
the one under audit This tax receipt should furnish 
a correct basis for estimating the taxes for the period 
audited, and unless additions to property have been 
made before the assessment date or the rate diangedy 
the tax should be the same. If additions were made 
which were assessed, the amount of the assessment 
can readily be determined thru the local taxing body; 
changes in rates can be learned in the same way. A 
concern keeping its books on a monthly basis should 
set up each month's tax accruali thereby automatically 
building up the entire liability at the end of the 
year and to that extent stating Its monthly expenses 
properly. 

Whenever monthly profit and loss statements are 
prepiaredy the plan can be so extensive as to include 
not only property taxes but the Federal Income Tax 
as well. But a reserve for the present Federal Exoess 
Profits Tax cannot be constructed until the end of 
the year, after the entire profits have been determined. 
At tiiat time the amount of Excess Profits Tax should 
also be accrued, as the tax is levied specifically on 
the profits of the closed i)eriod Under the 1917 
Federal Tax Laws the Federal Income Taxes actucdly 
paid during 1917, or in subsequent years as long as 
these laws are in force, cannot be deducted as expenses 
in making out the Income Tax returns; state income 
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taxes and all other state taxes actually paid are 
deductible. 

Before setting up tiie amount of accrued taxes, the 
auditor must satisfy himself that all taxes for years 
prior to the one being audited have been paid. This 
can generally be accomplished by an examination of 
the tax receipts, which as a rule indicate the year 
for which the taxes were paid; if they do not, a trip 
to the tax collector's office will be necessary. 

SUinXBT AOCBUBD AOOOUIOB 

Often certain accrued liabilities are entirely over- 
looked by a number of concerns ; if they are consistently 
overlooked year after year and run fairly uniform 
as to amounts, the operating expenses will not be 
visibly affected. If, however, they vary radically 
from year to year, the results from operations will 
be affected. The solution is to include all these lia- 
bilities at the end of every period, whether they vary 
from year to year or not. Under this class of accrued 
liabilities often omitted, are traveling expenses, sales 
conunissions, legal expenses^ damage daims, and 
declared dividends. 

The auditor should secure a list of all traveling 
salesmen and should then obtain the expense reports 
paid just subsequent to the close of the period under 
audit. These reports will clearly reveal the amounts 
accrued, if any, at the end of the period. If the 
accrued portions were not entered on the books and 
are of sufficient amount, the auditor must provide for 
the liability and adjust his statements accordingly. 
If the amount be small, no adjustment need be made. 
Commissions payable on sales must also be taken into 
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coiisideration, but the praetioe of the dient aa to 
payment of these must first be determined. In some 
companies commissions are not payable until the cus- 
tomer has paid his account; if this be the case, the 
commission should nevertheless be accrued, since it 
is a charge against the profits derived from the sales 
included in the period. Other concerns pay commis- 
sions as soon as goods haye been shipped and billed, 
and the liability must be set up at that time. 

Lawyers are proverbially slow; in sending their bills, 
and before a true statement of liabilities can be oon« 
structed the auditor should make sure that all legal 
bills have been received, or he should request that 
such bills be presented showing the charges to the 
end of the period he is auditing. Often evidence of 
litigation appears only in the minute book; hence a 
careful perusal of the minutes is necessary — ^in fact, 
the minute book should be carefully examined with 
regard to many other matters and copious notes made 
of its contents so far as the oi>erations, expenses, 
income, assets, and liabilities of the concern are affected. 
In the minute book too there may appear evidences 
of liability for damage suits not covered by insurance; 
the papers and legal opinions in connection with such 
suits should be carefully inspected and the proper 
accrued liabilities or reserve set up. If it appears that 
a certain amount is clearly conceded by the attorneys, 
then the liability should be stated as an accrual; if 
the case is not clear and the outcome doubtful, a 
proper reserve should be constructed. 

Dividend declarations also appear in the minute 
book, and whenever a dividend is declared the books 
should register an entry charging Surplus or Undi- 
vided Profits and crediting Dividends Payable. A 
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dividend declared, in the eyes of the law, is an aooonnt 
payable and should be recorded as snch; it must not 
remaili as part of the Surplus Aooount or the net 
worth of the company will be misstated. Consequently 
all dividends declared, even if on the last day of the 
company's fiscal year, must be shown as a current 
liability or, in other words, as a reduction m net worth. 
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THB AUBR OW BAX.AJIGS BHSKT AOOOUNTB (Oonlf d) 



Beeerve acooimts are not liabilities; they are ordi- 
narily adjustments to assets, and so far as they are 
such adjustments, they should be deducted from the 
proper assets in the preparation of the balance sheet. 
BeserveSi as a rule, are valuation adjustments; thus a 
reserve for doubtful accounts is merely a means of indi- 
cating by deduction the estimated real value of the 
Ajccounts Beceivable. Some accoimtants prefer the term 
^^ provision" in plaoe of *^ reserve," but from a stand- 
point of accuracy neither term is really descriptive of the 
nature of these accounts. They are in reality and 
in most instances valuation adjustment accounts. Thus, 
the so-called ** reserve for depreciation" represents 
nothing more or less than the estimated shrinkage 
thru use of certain fixed assets, the shrinkage having 
been charged into operations as a current cost. The 
reserve for depreciation itself does not carry with it 
any reserve power to restore ultimately the wasting 
asset; the reserve merely shows the credit side of the 
shrinkage which has been charged into operations. The 
charge to operations and the consequent inclusion of 
that charge in the sales price is the sine qua non of 
the asset's final restoration. 

a 103 
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The most common reserve aocoimts encoontered by 
the auditor are the following: ^ 

1. Reserve for Depreciation. 

2. Reserve for Bad and Donbtfal Accounts. 

3. Special Reserves (iniscellaneonB reserves). 

BBSBBVB FOB DBPBBCIATIOS 

The Reserve for Depreciation is strictly an adjust- 
ment to estimated real value of property accoimts and 
is therefore a valuation account and not a liability. 
It is of vital importance that the auditor pass oare^ 
fully on the rates of depreciation used. Also^ he must 
relate the amount of depreciation to the amount 
expended for repairs; it is very evident that an 
equipment well maintained and kept in good repair 
will outlive similar equipment which is not kept up. 
BepairSy of course, cannot cancel depredation^ but 
repairs do make depreciation normal. When^ therefore, 
a machine is estimated to have a useful life of ten 
years, the presumption is that it will last ten years 
if kept in proper repair. 

Sometimes it is difficult for an auditor unfamiliar 
with machine construction to pass proper judgment 
on depreciation rates. He must be guided, in that 
event, by his own experience, by the reports of engi- 
neers, by the past experiences of his client as reflected 
thru the accounts, or by the estimates of appraisal 
companies if any are available. Again, an auditor 
must closely scrutinize the repair accounts, for he may 
find therein charges for renewals and replacements 
which will compensate for seemingly low depreciation 
rates. The auditor should strive to obtain, as best 
he can, the most reliable statistics on the estimated 
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life of the various types and classes of property of 
his client and from these should construct the deprecia- 
tion rates and amounts which he deems ample to 
provide fully for the eventual rehabilitation of the 
properties. In a first audit this may mean a great 
deal of detail work; it may mean the establishment 
of a rato for each piece of property, equipment, and 
machinery, but after this work is all completed a flat 
rate for each group of assets can readily be fixed 
for future use and for the benefit of the client It 
should always be borne in mind that depreciation is 
a purely estimated expense and yet, in order to reflect 
truly the financial position of a company or the results 
from operations, the estimate must be as dosely 
accurate as possible. No time or trouble should ^ be 
spared to make it so. Fortunately the United States 
Government, a number of state public service com- 
missions, and some of the large engineering firms 
have made quite exhaustive research on this subject; 
some of their conclusions can be regarded as authori- 
tative wherever normal conditions prevail. Bates of 
depreciation on various types of buildings and various 
classes of equipment and machinery, proposed by the 
above-mentioned authorities, are based upon quite thoro 
examinations and extensive experience. 

The auditor often encounters strong opi)osition to 
his recommendations as to depreciation. Sometimes 
this opposition is fostered by a lean year as far as 
profits go, and at other times by an absolute lack of 
understanding of the nature of depreciation. In both 
cases one will find that the management does not 
regard depreciation as a current expense forming a 
part of operating costs which must be included before 
real profits are determined, but as an element outside 
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of regular operations for which a portion of profits 
must be set aside. Viewed fr^m this angle, if so-caJled 
^'profits'' are small, there is a strong temptation 
to disregard depreciation entirely; the real gist of 
such a condition is that because the management dis- 
regards this element of cost as a current operating 
expense, it is almost imperative that it be disregarded 
at the end of a fiscal yfear if a profit is to be shown. 
In reality the status of small unreal profits or possibly 
an actual loss is brought abont by the non-inclusion 
of depreciation in current costs, thereby also exclnding 
it fr(»n the sales price upon which the profit is based. 
The object of all business is to return to the proprie- 
tor, wheHier individual or corporate, all the expenses 
of conducting a business, the costs of materials used 
or sold, the interest on borrowed capital, and a profit 
besides. There is only one way in which these outlays, 
expenses, and profits can be returned and that is thru 
sales; therefore they must all be included in the sales 
price. If they are not and one is blinded to the fact 
that an expense like depreciation is a real expense, 
then nsually the profit of a concern will be smaller 
by an amount equal to the depreciation omitted* 

The sole object of charging depreciation currently 
into operations is the preservation of capital invest- 
ment intact Buildings, machinery, and operating equii>- 
ment are all exhaustible. Their exhaustion thru use 
is depreciation. Capital assets are therefore merely 
long-deferred charges to operation and do not differ 
iij nature from otiier deferred charges; the only dif- 
ference is one of time. To charge for the exhaustion 
of property currently, therefore, insures the neces- 
sary funds whereby the original investment in property 
may be fully restored. The inclusion of depreciation 
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in costs and therefore in sales price^ returns the capi- 
tal in cash and thereby makes the replacement of 
properties possible. The importance of charging depre- 
ciation into operations is always very evident to a 
bondholder or mortgagee. If funds are provided for 
the restoration of exhausted properties and these funds 
are used from time to time for such restoration, the 
security behind a bond issue or mortgage remains 
unimpaired ; if such provision is not made, the security 
may be worthless when the bonds become due and no 
funds will be available to counteract the loss in value 
of the security. Where there are no bonds or mort- 
gages, the stockholders suffer whenever depreciation 
is not considered. The net worth of the company 
will be decreased even if the books do not show it 

There are several methods in use for figuring depre- 
dation. The most common of these axe: 

1. The fixed percentage on original cost. 

2. The fixed percentage (m diminishing values. 

Under the first method the estimated life of the 
property is determined, the scrap or residual value 
deducted from the cost, and the remainder divided by 
the number of years the property is expected to last 
Thus, if a machine costing $100.00 with a scrap value 
of $10.00 will last 10 years, one-tenth, or 10 per cent 
of $90.00, will be charged each year to depredation. 

The second method is based on the assumption that 
repairs to property increase with its age and tiiat 
therefore to equalize the entire upkeep charges, the 
earEer years should bear the heaviest depreciation, 
the repairs being very light during those years. This 
assumption would be correct if a piece of property 
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or a maohine were permitted to waste away naturally. 
In reaUtyi however^ replacnneiits and reetoration are 
not delayed nntil final decay; properties are being 
rebuilt and znaddne parts replaced constantly, so that 
repairs may be no larger the last year than the first 
In fact, the property nwy have been entirely restored 
at Uie end of its originally estimated life. Bestora- 
tion and replacement must be current in order to make 
machinery and buildings efficient; if they were per- 
ndtted to depreciate and the reserve for depreda- 
tion were not drawn upon imtil the estimated life 
had been ended, the plant or factory would probably 
be working at about 30 per cent efficiency or lees for 
a number of years. 

The fixed percentage on original cost method is 
therefore probably more effective than any other, 
especially in view of the fact that repairs do not 
necessarily increase with the age of equipment, since 
in practice restorations and replacements being made 
constantly tend to equalize repairs. The added advan- 
tage of this method is its simplicity, which is espe- 
cially noticeable in connection wiUi detailed cost systems 
where it is important not to change rates frequently 
merely for some theoretical consideration. 

The fixed percentage on a diminishing values melliod 
is, however, a fairly simple method. It places the 
heaviest amount of depreciation on tlie early years, 
the assumption being as heretofore indicated that 
repairs increase fr^m year to year and that there- 
fore the sum of depreciation and repair charges each 
year will be fairly constant From a mathematical 
standpoint there are no difficulties in applying this 
method. It is necessary only to find the rate whidi, 
when applied against each diminished balance at the 
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end of a fiscal period, will write off the asset during 
its estimated life. The formula is as follows: 



X = l— "/. *' 



a 

a'=::the salvage value 
a = the total cost 
( n = the life in years 

z =r the percentage required 

Thus, for an equipment costing $243.00 with a salvage 
value of $32.00 and an estimated life of 5 years, we 
would have 

•r^, or 1 — 1 = I. or 33i per cent ' 

X = l — \ 243 

This rate applied to the original cost, $243.00, 
would give the following amoimts of depreciation 
each year: 

First year 381 per cent of $243.00= $81.00 

Second " " " " " 162.00= 54.00 

Third " " " " " 108.00= 86.00 

Fourth • " " 72.00= 24.00 

Fifth " " " *• " 48.00= 16.00 

Total depreciation $211.00 

Salvage value t . 32.00 

Total Cost ¥243,00 



There are two other methods of figuring deprecia- 
tion, namely, the sinking fund and the annuity methods. 
These are rarely used. According to the sinking fund 
method a certain amount of money is set aside periodic- 
ally to accumulate at compound interest; this fund, 
it is assumed, will at the expiration of a certain time 
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grow to a size suffioient to replace the equipment The 
annuity method fixes the annual depreciation by deter- 
mining a sun; whichi when taken annually from the 
investment balance of the previous year and increased 
by the interest rate on the investment^ will entirely 
eliminate the asset during its estimated lif e, and whidi 
will at the same time provide the full amount of inter- 
est return on the investment at its annual decreased 
value. 

Whatever method of depreciation is used by a dient, 
the auditor's duty is to satisfy hin[iself that the 
amounts written off are adequate and that the prac^ 
tice is consistent and constant. He must also be sure 
that the depreciation is ample to cover possible obso- 
lescence. In some companies the obsolescence feature 
is a pronounced one. Whether in such cases the reserve 
for depreciation is sufficient to cover obsolescence be- 
sides, can as a rule be determined by the charges to the 
depreciation reserve for equipment scrapped or sold, 
and by an investigation of the depreciation rates for 
each type of equipment It is a wise policy in any 
concern to make all depreciation rates somewhat higher 
than normal in order that the extra reserve thus 
created on all equipment may be utilized for the 
obsolescence of individual types of equipment Where 
obsolescence is not or cannot be provided for out of 
regular operations, it is the duty of the auditor to 
investigate very thoroly the property accounts and, 
if necessary, the equipment itself in order to exclude 
all obsolete property from the accounts^ 

Ehnphasis has so far been placed on providing ade- 
quate reserves for depreciation, so that the balance 
sheet may reflect actual financial jHwition and the 
profit and loss statement proper results from opera- 
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tions. The auditor, however, should emphasize just 
as strongly that depreciation provisions grossly in 
excess of adequacy create a secret reserve, a mis- 
statement of operations, and a perverted balance sheet. 
The result is expressed in an incorrect value (book 
value) of net worth which might actually lead a stock- 
holder to sell his shares at less than their real value. 
In fact, "the excessive depreciation method'' of rout- 
ing out small stockholders has already been used too 
often. Tho the public accoimtant is not a gaardian 
of public morals, the ethics of his profession should 
lead him to condemn sharp business practices injurious 
to the public or the investor. An auditor engaged to 
examine the books of a corporation should bear in 
mind that his report is for the benefit of the entire 
corporation, including the stockholder, and that the 
latter 's interests must be safeguarded. If hiB com- 
ments as to excessive depreciation are to be of any 
use, they should be made in footnote form on his bal- 
ance sheet certificate as well as in the text of his report. 
If given merely in the text, the chances are that the 
stockholder will not see them; but being made part and 
parcel of his certificate, which must be used in una- 
bridged form or else be grossly misrepresented, sudi 
comments will surely attract every stockholder'a 
attention. 
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CHAPTEE XV 

THft AUBIT OF BAX.A1IGS SHSKT AOOOUMTB (Oom^d) 

Bbssbvbb (Cont'd) 

BBSEBVE FOB BAD AND DOTJBTFUL A000TTKT8 

Irrespective of the mode of its constraction^ there 
is only one way in which the auditor can properly 
verify the adequacy of the Beserve for Bad and Doubt- 
ful AccountSi and that is by an analysis and valua* 
tion of the receivables at the end of the period nnder 
audit He must schedule the aooounts as to their 
a^; he must consult the correspondence files of the 
collection department; he must examine the customers' 
habits of payment ; he may have to look up the reports 
of credit agencies; and it will be necessary to refer 
to the correspondence with attorneys or collection 
agencies for any accounts in suit The essence of the 
entire examination is to determine the cash value of 
the account at a specific date. This is after all a 
prooess of inventory and the difference between such 
an inventory and the book values of the receivables 
shonld be the amount of the reserve. Some of the 
details in connection with scheduling the receivables 
for purposes of creating a reserve for donbtfnl aoconnts 
have already been discussed heretofore in connection 
with Accounts Receivable. 

It seems that in every business losses from bad 
accounts must occur, so that in reality these losses 
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must be considered as an expense of the bosinees. 
The extent of the losses is almost solely dependent 
upon the activity and ability of the credit and col- 
lection department. If losses from receivables are 
viewed as a necessary expense of doing business, then 
it seems that the best method of providing a reserve 
would be by current charges against revenue. In 
fact, many concerns have adopted this plan; that is, 
they charge a certain percentage of their monthly 
saJes into Bad Debts Account and credit Reserve for 
Bad and Doubtful Accounts. The percentage used 
is based upon the past experience of the company. 
The per cent of actual losses to total sales for a 
number of years is determined, and the per cent is' 
then applied to current sales, thus making provision 
thru operations for the anticipated losses on current 
sales. This method is an excellent one but, of course, 
the adequacy of the reserve thereby created must 
stand the valuation test above described. It is the 
acudltor's duty to apply the test because, after all, 
the percentage to sales reserve is constructed under 
the assumption that current conditions of extending 
credit have not varied from past conditions on which 
the percentage is based. 

The reserve constructed on the percentage-to-sales 
method is much better than tlie method of creating 
a reserve annually, for it brings before the manage- 
ment an expense or loss which ought to be considered 
in current monthly operations and price making. It 
is one of the necessary evils of business and should 
be based on the income account against which the 
eventual loss is a charge, that is^ the Sales Account. 
To wait until the end of a fiscal period for the crea- 
tion of the reserve on a valuation basis means two 
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things-^-firsty a great deal of detailed analysis of the 
Aoooimts Beceivable, and second, the temptation to 
minimize the amonnt of unooUectibleSy either to help 
keep the profits up in lean years or to maintain the 
standing of the credit and collection department The 
percentage-to-sales method, being based npon actual 
losses in relation to sales, eliminates the personal 
interests and removes the need for estimating col- 
lectibility except as a test 

SPECIAL BESBBVES 

t 

As a rule, reserves which are not valuation adjust- 
ments form part of the Surplus Account or the net 
worth of an organization. They are in that sense not 
reserves at all but specially appropriated surplus. 
When carried separately on the balance sheet, they 
should therefore appear in the net wprth division. 
Thus a reserve for working capital consists of a por- 
tion of surplus which it is intended shall not be 
distributed as dividends but is to be used in the 
business. But even tho such a reserve be set up, this 
action would not prevent the directors from distribut- 
ing the reserve as a dividend if conditions later showed 
that the reserve was not needed for the purposes 
originally in mind. 

Premiums received on capital stock sold do not con- 
stitute a reserve. There is no liability or adjustment 
to asset accounts; such premiums may be aoooimted 
for in a special Surplus Account; they should under 
no conditions be credited to the general Surplus 
Account A reserve created for sinking fund require- 
ments to cover depreciation cannot i)ossibly be a liar 
bility. Such a reserve would merely show that the 
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amounts stipulated by the trust indenture had been 
provided for out of operations. In the baLance sheet 
the reserve would be deducted from the asset ,A 
Sinking Fund Eeserve Account for depreciation would 
in this way show, by deduction from the proper account, 
the actual value of the property; the sinking fund 
(cash or securities) itself would be included in the 
assets and would either equal or exceed the amount 
of reserves deducted from the property accounts. After 
the provisions of the depreciation sinking fund are 
entirely satisfied, the reserve account will be closed 
into surplus since the sinking fund itself, if used as 
provided, will restore all the property to the original 
values. As long as the fund is actually set aside 
the reserve is really a deferred profit, which,' however, 
from conservative motives is specially set up to show 
the status of the property and which is carried as a 
reserve until the sinking fund is actually used as 
intended; thereafter the reserve may be carried into 
surplus and distributed as dividends. , 

Sinking funds created to retire bond issues are as 
a rule also offset by reserves created as a charge 
against earnings. This is a sound praictice since it pre- 
vents the declaration of unreasonable dividends before 
the bonds are all retired; it is a protection to the 
bondholder, altho the amounts so reserved will eventu- 
ally represent surplus available for dividends to the 
stockholders and in that sense constitute a deferred 
surplus account and form part of the net worth of 
the company. 

There are, however, a number of special reserve 
accounts which are pxljustments to asset accounts. Such 
are, for example, reserves for anticipated discounts 
on accounts receivable. Tho the amount of such dis- 
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counts cannot be positively determined, the past expe- 
rience of a client shonld form the basis of the auditor's 
judgment in passing on the adequacy of such a reserve. 
It is hardly necessary for an auditor to set up this 
reserve if it is not the custom of his client to do so. 
In fact, it is questionable whether discounts of this 
nature are chargeable against the period in which the 
sale was made; the discount is an inducement made 
by the seller to secure funds, and in that sense is really 
a charge against the financial division of a business 
when the disooimt is actually taken and the funds 
received. The discounts here discussed are cash dis- 
counts and not trade discounts. Trade discounts, as a 
rule, are not included in the charge to customers ; if 
they are, then the auditor must deduct them from the 
Accounts Receivable and the Sales. 

Eeserves may be created for contingencies where 
the chances are strong that these contingencies will 
eventually become actual liabilities. Thus a reserve 
for legal expense may be constructed in connection 
with patent infringement or damage suits, because as 
a rule the exact amount of legal expense cannot be. 
determined. Again, a certain concern may wish to 
set up a reserve for royalties in case of uncertainty 
as to the patent rights of others, the concern itself 
not being sure whether it is infringing or not. 

Secret Reserves 

Secret reserves are known as ** secret'' because they 
never appear on the books; in reality they are not 
reserves at all, but represent unrevealed financial 
strength or net worth. They are created either inten- 
tionally or unintentionally. When created inten- 
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tionally, the management of a oompany does so from 
one of two motives— one fraadnlent, the other guided 
by motives of conservatism. If assets are intentionally 
omitted from a company's balanoe sheet or expenses 
are charged into operation in excess of requirements 
(such as excessive depreciation) for the purpose of 
discouraging small stockholders to the extent of making 
them sell their holdings on the basis of a fictitious 
net worthy such actions are obviously fraudulent and 
dishonest and an auditor should disclose them fully in 
his report or certificate. However, a secret reserve 
may be created intentionally without any uttempt to 
defraud the stockholders. Excessive depreciation may 
be written oflf during very prosperous years in order 
to equalize earnings, it being the practice to write 
off small amounts or no depreciation at aU in the 
lean years. This legitimate practice nmkes for uniform 
net profits each year. 

Secret reserves are being unintentionally or uncon- 
sciously created almost constantiy in the vast majority 
of business enterprises. The growth of a firm's good- 
will and the increases in values of real estate are 
typical; sudii values are not reflected on the books, 
but are nevertiieless quite real and beccnne actual 
whenever the business is offered for sale. Such secret 
reserves, if they may be called such, need not be 
discussed by the auditor, as they are part and parcel 
of every business that is prosperous and favorably 
located. 

Intentionally created secret reserves are constructed 
most commonly in the following ways: 

(1) By charging off excessive depreciation— or by writing 
off certain assets entirely — ^and by the creation of exces- 
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aire bad debt resenres. This may be done out of 
motiveB of conaeryatism, in order to discourage small 
^ stockholdersy or to avoid taxation of income. 

(2) By the reduction in values of inv^itories beyond the 
''cost or markef rule. This method is generally em- 
ployed to deceive, because a reduction here would be 
hard to detect. The auditor can verify inventory valu- 
ations by referring to the purchase invoices and to the 
cost and production records for valuations of goods 
in' process and finished goods. If the reduction is pro- 
duced by the omission of quantities, he should apply 
his inventory tests as to quantities. This can be done 
by using the sales and purchase records or a combina- 
tion of these with production records in a manufac- 
turing plant, limiting this test to quantities exclusively. 
This matter has been fully covered under the caption 
of Inventories. 

(8) By charging plant additions or inventoriable items to 
expense accounts. A thoro analysis of the expense 
accpunts will reveal the extent of this practice and 
will furnish the material for adjusting the accounts 
accordingly. 

(4) By writing off into operations intangible assets like 
goodwill paid for in capital stock or cash, when in 
reality such assets in no way affect operations. If it 
is deemed expedient to write off goodwill, then the 
net profits from operations should first be clearly shown 
and the deduction for goodwill shown as an extraordi- 
nary item. In this way every stockholder can see the 
actual profits of a period and not be deceived. 

(5) By merging or hiding certain assets with or under other 
assets to which they are not related. 

The auditor's attitude on the question of secret 
reserves should be decided and positive. Wherever 
such reserves are found, he must comment fully on 
their nature in his report or, where his balance sheet 
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certificate only is to be used for publication or before 
stockholders' meetings, he should qualify the certifi- 
cate to show that the assets are undervalped, that 
certain reserves are excessive, or that some assets have 
been entirely omitted. If, of course, the auditor's 
report is not used nor his certificate published or 
presented, nothing can be done to inform the stock- 
holders of the true state of affairs. But if the auditor 
has reported his findings and has qualified his certifi- 
cate, he has done his full duty and no responsibility 
as to misrepresentation of facts could be placed on 
him. In fact, if the management of a company pre- 
sented a balance sheet to its stockholders omitting 
the auditor's qualifications, and yet claim^ that the 
balance sheet was the auditor's balance sheet, legal 
recourse could be had by the auditor against such 
representation; his standing as a public accountant 
might be thereby injured even tho no damage were 
done to stockholders or creditors. If the latter were 
injured, then the auditor would be considered liable 
and the measure of damage done by the client might 
be even greater. 
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CHAPTER XVI 

THX AUDIT OV BAUUIGB SHSET AOOOimTB (Comlfd) 

Fixed Liabilities 

Fixed liabilities are, as a rule, liabilities against 
fixed assets, and vary from current liabilities in that 
they are not payable immediately but after a consider- 
able lapse of time as evidenced by some sort of 
contract, lien, deed of trust, or mortgage. They are 
** fixed ^* not only in the sense of being long time 
obligations connected with certain fixed assets, but 
they are fixed because due on a specific date at some 
future time. The term ** fixed, '^ however, means pri- 
marily that the liability is a more or less permanent 
one as distinguished from the changeable character 
and amounts of the current liabilities. 

Under fixed liabilities we generally find the following: 

1. Mortgages. 

2. Bonds. 

3. Miscellaneous liens. 

MORTQAGES 

Mortgages are of two kinds — ^those secured by real 
estate (land or land and buildings) and those secured 
by chattels or personal property. The auditor rarely 
encounters the latter kind except in concerns suffer- 
ing from temporary or permanent financial straits. 
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Unless the power to mortgage a company's property, 
whether real or personal, is specifically denied to 
the board of directors by the by-laws or by state 
legislation, the latter body possesses the prerogative 
to impose these obligations npon a corporation* 

The auditor's first duty in connection with mort- 
gages is. to secure copies of the mortgagee themselves 
and from them to tabulate the amounts due, the dates 
due, the rates of interest, and a description of the 
properties hypothecated- He must then assure him- 
self that the holder has recorded the mortgage by 
reference to the files of the county records, that all 
interest has been paid as stipulated, and that the books 
show the accrued interest, if any. Unpaid interest on 
mortgages is an additional lien on the property. It 
is important that the mortgage contract be read in 
full, as there may be provisions therein which call 
for certain performances on the part of the mortgagor. 
It is the auditor's duty to satisfy himself that such 
provisions have been fully complied with. 

The object of mortgaging property should be deter- 
mined. Property may be mortgaged as a means of 
securing funds for enlargement of business activities, 
for construction purposes, or because a company's 
finances are weak. The auditor must also make cer- 
tain that the indebtedness is offset by value received 
and that the mortgage is not given to an ofi5oer for 
services or to some favored creditor to the damage 
of other creditors. Of course, an auditor camiot 
prevent such action, but he can make his report and 
certificate so ludd on the point that any creditor 
or stockholder reading either will suffer no misappre- 
hension as to the status of the mortgage. And, in 
any event, if a mortgage be made in favor of an 
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ofiSoer, the auditor should make sure that the services 
were actually performed and that they do not repre- 
sent an arbitrary estimate made merely to give a 
large stockholder an added security to protect his 
investment. The courts would probably hold any act 
of this kind illegal and a misapplication of funds, 
especially if there should be any hint as to insolvency. 

BONDS 

An issue of bonds secured by real estate is merely 
ancillary to a mortgage and, because the bonds may 
be^of small or medium denomination, provides a more 
ready means of securing funds. A mortgage alone 
presupposes the obtaining of funds from one indi- 
vidual or corporation, whereas bonds secured by a 
mortgage can be sold to many individuals who could 
not as separate individuals furnish funds to the full 
extent of the mortgage. However, where a firm is 
not well known it is quite difficult to dispose of an 
entire bond issue, so that the straight mortgage plan 
of financing is probably preferable. 

In verifying the Bond Account, the auditor must 
read both the mortgage and the bond, or copies thereof, 
very carefully. The wording on the bond is generally 
fixed in the mortgage and the mortgage or trust 
indenture will also cover all matters as to redemption 
or sinking fund provisions, payment or deposit of 
interest installments, and the nature and extent of 
the security. It is always necessary for the auditor 
to know what properties have been hypothecated so 
that a knowledge may be had of the properties that 
are free from lien. In constructing the balance sheet 
the unincumbered property should be separately stated 
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in order to reflect additional borrowing power. It is 
also important for the auditor to note whether the 
bonds are a first lien on certain assets and a second 
lien on other property, and whether the security is 
ample in either case ha required by the trust indenture. 

Special clauses are often found in trust indentures, 
and it is the auditor's duty to comment upon whether 
or not the provisions have been fully met For 
example, a trust deed may stipulate that the net 
quick assets must at all. times be in excess of the total 
amount of the bond issue or that, when the profits 
exceed a certain figure, a certain percentage thereof 
must be set aside in a fund for bond redemption over 
and above the amounts which may be regularly required 
for sinking fund provisions. The corporation must 
comply with all these stipxdations and the auditor 
must comment in his report aa to whether it has or 
'has not been done. 

Bonds are of two kinds, coui>on and registered. 
The interest on registered bonds is paid to the speci- 
fied holder, as indicated by the registrar's file, either 
by the company's or maker's check, or by the trustee 
with whom the interest may be deposited; the interest 
on coupon bonds is payable to bearer, and is as a 
rule payable thru the office of the trustee with whom 
the full amount of an interest installment muat be 
deposited. 

The bonds outstanding, that is the liability, may 
be verified in a number of ways. In the first place 
it may be assumed that bonds are sold for cash or 
some equivalent. The bonds outstanding can there- 
fore be verified from the cash receipts record, or if 
some were issued for property or other assets the 
journal should yield the requisite information. Again, 
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the outstanding bonds may be verified by an inspec- 
tion of those nnissuedy it being assumed that any not 
on hand must be outstanding or if not outstanding 
they may be out as collateral. In the latter case they 
should be considered as issued, but also as the property 
or investment of the company, A further verification 
of the bonds outstanding may be had thru the interest 
coupons if they have all been returned; the cancelled 
and paid coupons (as further established from the 
cash bo€&) will indicate the amount of principal on 
which the interest was paid. The interest coupons on 
unissued bonds would be clipped by the company itself 
and would therefore not appear in the cash l^ransac- 
tions; these coupons must, of course, be deposited with 
the trustee with the deposit of the interest install- 
ments so that the sum of the two will represent the 
interest due on the entire bond issue. Therefore 
the trustee's receipt will afford a further means of 
verifying not only the interest paid but the bonds 
outstanding as well. In the case of registered bonds 
the registrar's records, or his certificate, will establish 
the outstanding bonds, provided all holders have regis- 
tered; or the interest payments evidenced by the com- 
pany's own cancelled checks will suffice if tibe auditor 
bears in mind at all times that not only one of the 
advocated methods is to be used but, if necessary, 
all of them, in order to establish the liability for 
outstanding bonds, accrued interest thereon, or the 
interest payments themselves. A final proof of out- 
standing coupon bonds is the certificate of the trustee, 
which should be obtained by the auditor. 

The recorded mortgage, a lien in the eyes of the 
law, remains as an encumbrance on the property in 
its original amount, even tho the payments have been 
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made on it, unless the payments are also reoorded. 
If therefore payments appear in the client's books, 
the auditor should see whether they have been recorded 
and the lien of record reduced thereby. If such pay- 
ments are not recorded, the lien of record, as originally 
established, should be shown on the balance sheet 
and the payments made shown as a deduction with 
the explanation that they were not recorded. Redeemed 
bonds should be carefully inspected to see that they 
have been properly cancelled. The value of bonds 
redeemed should also be recorded as a reduction of 
the lien of record which, of course, is the mortgage 
securing the total bond issue. 

MISOELLANEOUS LIENS 

The auditor, while examining public records with 
reference to the recording of any mortgages or pay- 
ments thereon, should also inspect these records for 
any other liens or mortgages that may still appear 
as unsatisfied, even tho the client may actually have 
liquidated the indebtedness. Then again such a search 
(which of course, should not be too detailed) might 
reveal the existence of other liens not appearing on 
the client's books. There might be liens for unpaid 
taxes, mechanics' liens, or — ^more commonly — ^judg- 
ments. Any of these might or might not be discovered 
by a more or less formal search among the public 
records, so that the results of such a search would 
not necessarily be conclusive as to the existence of 
liens not recorded on the books. 

As a rule, the auditor will rarely encounter any 
unsatisfied liens for unpaid taxes or for mechanics' 
liens, because these are generally cleared from the 
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records when a company acquires the property to 
which they were originally attached. Judgments are 
more common, but their presence does not necessarily 
indicate any weakness on the part of a client; the 
client may have permitted a claim against him to 
be reduced to judgment because he disputes the claim 
and proposes to fight it. Nevertheless, even tho the 
claim be a disputed one, the auditor should insist 
that a proper reserve be set up for it, or he should 
note the claim in a footnote on his balance sheet as 
a contingent liability. 

In connection with liens generally which ma^ or may 
not appear on the books, the auditor should carefully 
peruse the minute book, if his client be a corporation, 
because in all probability, if there are any liens, they 
will be mentioned and their nature will be disclosed 
therein. Liens not disclosed in the minutes or by 
a conscientious search among public records cannot be 
discovered by the auditor unless, perhaps, he makes 
an extended investigation of the client's entire cor- 
respondence. This is hardly feasible except under 
extraordinary conditions or where there is a dear 
indication that the client is attempting to conceal facts 
about his business or his liabilities. Even in the latter 
case, the auditor may not be able to gain access to 
the private files; he can, however, in a measure, cover 
himself in a trying case by qualifying his report to 
the effect that his findings are based on a limited use 
of the correspondence files and that he was denied 
access to certain other filee, books, or docoments. 
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THX AUDIT OV BAUUIGB SHEET AOOOUinn (Ooiilfd) 

Capital Stock and Pbofribtobship 

The Capital Stock Aooount is not a liability; 
it is an indication of proprietorship. It cannot be 
considered a liability even in case a company goes 
out of business voluntarily or as a bankrupt It then 
is, as before, a proprietorship account, and provides 
the basis for distributing the assets of a company 
which remain after all liabilities have been paid. 

Proprietorship accounts correspond to the follow- 
ing forms of organization: 

Individual proprietorships. 

Partnerships. 

Corporations. 

The accounts indicating proprietorship in any and 
all these forms of organization are the same in essence 
and nature. They vary merely as to divisibility and 
transferability. 

An individual proprietor finances himself by utiliz- 
ing his own funds or credit, and the entire invest- 
ment and the profits therefrom are his own; he is 
therefore fully responsible as an individual for all 
his acts and all his liabilities. If, thru unfortunate 
business operations, his funds invested in the business 
per se are insufficient to satisfy his creditors, his 
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other personal assets, .beyond Ms legal ez^nptions, 
may be drawn upon. This feature has a strong ele- 
ment of justice in it, for his personal estate is very 
often built up out of the profits he withdraws from 
his business. Had these profits been retained in his 
business, sufficient funds would probably have been 
there available to liquidate his obligations to business 
creditors. 

These considerations are of equal weight in con- 
nection with partnerships, except that in a partner- 
ship the responsibility is generally divided. Tho a cor- 
poration exhibits a status of limited liability on the part 
of the individual stockholders, it is nevertheless some- 
what restricted in its activities and in the distribution 
of its earnings; thus to all intents and purposes, pro- 
vided the management is honest, very considerable 
safeguards are provided for the creditor. Again, if 
certain acts of corporate officials are proved irregular 
or ultra vires, recourse may be had against such 
officials, against the board of directors, or in some 
instances even against the individual stockholders. 
The activities of the individual proprietor and of 
the partnership are not so closely regulated by law 
and therefore in a sense are somewhat freer; the 
price of this larger freedom is the individual respon- 
sibility for the debts of the business enterprise. 

The proprietorship account of an individual in 
business is designated as his ** Capital Account^' 
Since all the profits of his business are credited 
to this account or his losses charged thereto, the 
Capital Account, provided his assets and liabilities 
are all properly stated, represents his net worth — 
that is, the combination of his original investment 
(or additions thereto and withdrawals therefrom) and 
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the accamnlated profits or losses from his business 
operations. The practice of auditing the accounts 
of an individual in business is therefore no different 
from auditing the accounts of a partnership or a 
corporation, as far as the verification of ,the ai^ets 
and liabilities is concerned. The Capital Account, 
however, must be analyzed so as to show its status 
at the beginning and the chs^nges that have occurred 
due to capital additions, withdrawals and accretions, 
or deductions because of profits or losses respectively. 
Withdrawals may be either a reduction of capital 
invested as such, or a distribution of accumulated 
profits, even tho the profits are merged with the 
Capital Account; at any rate, a withdrawal is a 
reduction of net worth, whether it infringes on actual 
capital invested as such or on accumulated profits 
only. The distribution of profits as dividends out of 
a corporation's surplus affects the net worth of a 
corporation in exactly the same way, irrespective 
of the fact that the accumulated profits are shown 
in a separate account. 

Partners* capital accounts reflect a condition of 
divided ownership, and a number of restrictions may 
therefore appear in connection with tleir powers of 
withdrawal. It is consequently imperative that an 
auditor secure a copy of the articles of copartnership 
as well as copies of any supplementary agreements 
made between partners. The articles of copartner- 
ship generally contain the provisions as to distribu- 
tion of profits, salaries allowed the partners, additional 
investments, interest on capital accounts, etc. ; therefore 
in addition to verifying the regular assets and liabili- 
ties, one must inspect closely aU the accounts of the 
individual partners and their specific capital accounts. 
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By holding the members of a partnership to a strict 
adherence to the provisions of the articles of copartzier-' 
ship, the anditor can very often iron ont many petty 
differences which sometimes grow eventually to snfl&- 
cient size to wreck or dissolve the organization. 

The Proprietorship Acconnt of a partnership stands 
in an intermediary position with reference to the 
individual proprietorship and the corporation. It pre- 
sents the status of divided ownership found in the 
corporation, but retains the feature of individual 
responsibility as to business debts found in the indi- 
vidual proprietorship. In fact, some partnerships 
(namely, the limited partnerships and those in which 
we find share-capital) are only one short step from 
real corporate organization. Again, certain corpora- 
tions, such as national banks, seem to go back one 
step towards partnership in that the law makes the 
shareholders responsible for twice the amount of their 
holdings in case of liquidation, when the realization 
from the assets does not suffice to meet the obligations. 
The partnership resembles the individual proprietor- 
ship in the partners' capital accoimts, since the profits 
are credited to each partner's capital account, thus 
making the net worth the sum of the partners' capi- 
tal accounts. 

It is in the corporation that we fijrst find a clear 
distinction between the capital furnished by the indi- 
viduals or stoc^olders, and the accumulated earnings 
or Surplus Account. Immediately upon this distinc- 
tion, there disappears the principle of individual respon- 
sibility except to (the extent of each stockholder's 
investment in the corporation or his subscription con- 
tract The corporation assumes the status of an indi- 
vidual in the eye of the law and it is the corporation 
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as such that may sue or be sued; the shareholder 
cannot lose more than he has invested (except in 
special corporations where his liability is increased by 
law), and as an individual he is not liable for acts 
of the corporation unless these be vUra vires or 
otherwise illegal. The other advantages of corporate 
organization are clear. Corporate existence does not 
terminate with the death of any of the incorporators 
or stockholders ; consequently it has that great advantage 
of continuity which is rarely found in a partnership. 
The ownership may change and yet the corporation 
will go on; this feature is its second strongest advan- 
tage expressed by the transferability of the evidence 
of partial ownership — ^the share of stock. The third 
advantage, already suggested, is the very limited 
liability of the shareholder. The loss to the share- 
holder, if he is not an executive of the corporation, 
is found in the relinquishment of control. An indi- 
vidual in business has full control, a partner a divided 
control, and a shareholder practically relinquishing con- 
trol vests it with a management which he and others 
have put into power for a certain period. His power 
to control is exercised only at the annual meeting 
when the election of officers occurs, and from that time 
to the next election his control is practically nil unless 
perchance he happens to be elected to office. 

The capital stock issued is the proprietorship account 
of a corporation, and the shares indicate the distribu- 
tion or division of ownership. To verify the out-' 
standing capital stock, the auditor must examine the 
stock registers or ledgers and the stock certificate 
books. These records should then be compared with 
the lists of stockholders. Where the corporation main- 
tains a transfer office or if some other organization 
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acts as transfer agent, the auditor should obtain a 
certificate from the transfer agent as to the capital 
stock outstanding. If the audit be the first audit, 
the articles of incorporation should be examined so 
that the entire authorized capital stock may be deter- 
mined. The auditor's balance sheet should show the 
entire authorized capital stock (subdivided into classes 
if there be more than one class), the amount unissued, 
and the amount that may remain in the treasury of 
the company. 

Treasury stock must not be confused with unissued 
stock. It should appear among the assets in the bal- 
ance sheet Treasury stock represents an actual value 
received by a corporation either thru purchase or thru 
donation; it therefore is part and parcel of the elements 
determining the net worth of the corporation- It is 
an error, therefore, to deduct treasury stodc from 
the outstanding capital stock shown on the balance 
sheet, for the net worth section of the balance sheet 
would be thereby understated. Unissued stock, how- 
ever, never represents value, and should always be 
deducted from the authorized capital stock, thereby 
showing the capital stock outstanding. The shares of 
stock in the treasury, if any, must be examined by the 
auditor, and he must also know the uses for which it has 
been provided; the certificates should be endorsed over 
to the corporation or to a trustee for the corporation, 
and in cases where the stock was donated, the stock 
should be utilized in accordance with the intent of 
the donors. If the stock was purchased outright by 
the corporation, it should be regarded as an invest- 
ment, and it may be disposed of from time to time for 
any fit purpose like any other asset. The auditor, 
of course, should comment on any sale of treasury 
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8to<^ made at lees than cost, for such a procedure 
would be poor financing indeed. 

It is not sufficient for the auditor merely to schedule 
the outstanding capital stock; he must also assure him- 
self that all stock issued has been fully paid for in 
either cash or property. He should also examine into the 
status of any issued stock which has not been fully 
paid, and should obtain from the subscribers certifi- 
cates in which these admit their liability to the cor- 
poration. In the case of cumulative preferred stock, 
altho no actual liability exists for dividends until profits 
have been made and dividends declared, a note should 
appear in the balance sheet or as a footnote thereto 
indicating the amount of dividends accrued. These, 
of course, would have to be paid in full before any 
distribution covld be made to common shareholders. 

SUBFLUS 

The Surplus Account of a corporation is the second 
element composing its net worth. It should always 
appoar as the last item on the balance sheet Ideally 
it should represent accumulated profits only or necessary 
adjustments thereto. Thus, for example, if a company 
had not provided adequate depreciation during past 
years, a charge to Surplus Account and a credit to the 
Depreciation Reserve would be a necessary and proper 
adjustment, for the operations of past years could not be 
reopened even tho for proper comparisons they should 
be restated- The auditor's first duty is, therefore, to 
secure a detailed analysis of the Surplus Account. The 
balance at the beginning of any period represents the 
accumulated profits of prior periods and should be 
compared with the amount shown on the company's 
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balance sheet and the general ledger aoconnt Normally, 
there should be no debits or credits to the Surplus 
Account during the year except for dividends declared 
and charged thereto. All minor adjustments, which as 
a rule occur every year, should be absorbed thru regu- 
lar operating accounts. Accretions to the account on 
account of revaluation of assets should be eliminated 
and placed in a special Surplus Account; profits from 
the sale of capital assets should go into this same 
account. In fact the regular Surplus Account should 
represent accumulated, undivided net profits from opera- 
tions only. The ideal Surplus Account would have one 
credit or debit each year; this would be the amount 
placed there by closing the annual Profit and Loss 
Account There would, of course, be found the addi- 
tional charge or charges during each year for tiie distri- 
bution of the surplus as dividends, if any were declared. 
The Surplus Account represents at any time the 
excess values of a business over original investment, 
provided all operations of prior periods were correctly 
figured, the original capital stock was taken at par, 
and the assets and liabilities are properly stated. 
Adjustments to surplus should therefore be con- 
fined to those which are necessary to reflect truly 
the results from past operations, or to those which 
will assist to make more accurate expression of the 
company ^s net worth; whether such adjustments should 
include revaluations of fixed assets is still a debatable 
question, but the weight of evidence seems to favor 
either a plan of omitting such revaluations entirely, 
or, if included, of creating for them a special surplus 
account. A conservative management should not credit 
the entire gain thru revaluations to the Surplus 
Account; at least a part thereof should go to increase 
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the Beserve for Depreciation so that the latter acooant 
may represent the provision for renewing and replac- 
ing the fixed assets at their increased reprodnotive cost. 

An auditor should always make a distinctioiv where 
it is not already made, between actual surplus and 
book surplus, for the latter may often oontain items 
which do not increase the net worth of a business 
or reflect the accumulated results of operation. Actual 
surplus should always represent the increment of true 
gain whereby the net worth of the corporation has 
been increased, and it is the auditor's function to make 
sure that this increment is correctly stated. If he 
covers in his audit all the assets and liabilities and 
is certain that they are as presented and fully included, 
he may be sure that the Surplus Account is correct 
even tho he may not be familiar with the mode of its 
construction in the past years. It becomes a further 
duty then to analyze it^ even to the date of its incep- 
tion, if necessary. 

The Surplus Account represents an increase of net 
worth over the par value of the capital stock out- 
standing, so that the sum of the Capital Stock and 
the Surplus Account, under normal conditions, repre- 
sents the actual value of the capital stock. Every cash 
dividend paid represents a decrease in net wor^h, 
because the asset cash is reduced and the actual value 
of each share of stock is reduced in proportion. A 
Btock dividend declared out of surplus, however, in 
no way affects the net worth of a corporation, because 
it subtracts nothing from the property of the corpora- 
tion; it merely subdivides the interests of the share- 
holder, whose investment is worth no more than before 
the stock dividend declaration. The United States 
Supreme Court has ruled in connection with a suit 

10 



Digitized by 



Google 



/• 



136 Auditing Procedure 

brought under the 1913 Inoome Tax, that stock divi- 
dends represent not a distribution of income but a 
mere change in the number of shares issued. The 
corporation does not part with any value, nor does 
the shareholder receive any value; tiie shareholder has 
more shares of stock, but the value of the larger num- 
ber of shares taken together is no greater than the 
value of the fewer shares he held before. The Supreme 
Court therefore held that stock dividends (at least as 
far as the 1913 Income Tax Law is concerned) are 
not income and are therefore not taxable as inoome. 
This important decision may lead to additional suits 
under the 1916 and 1917 Ineome Tax Laws, and the 
chances are that stock dividends will be ruled out 
as taxable inccxne. We should not forget, however, 
that if surplus represents accumulated profit, the divi- 
sion of that profit in additional shares of stock must 
represent an interest of the shareholder in the profits 
of the corporation. When such shares are sold later 
on by the stockholder, the profit increment of the 
shares should be taxed as provided by the law, because, 
the shareholder then certainly receives his share of 
the accumulated profits of the corporation; the sale 
price of his stock is made up of the original cost to 
him and a proportion of the accumulated profits of the 
corporation, it being here assumed that the sale price 
is fixed by the net worth of the corporation. 

FBOFTT AOT) LOSS ACCOUNT 

The Profit and Loss Account is in reality no account 
at all. Technically it is the expression of all the 
operating accounts. It is merely a medium for dosing 
the operating accounts, and it should be no more. 
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tlnfortunately the auditor quite often finds a so-oalled 
^^profit and loss account" in the books of some con- 
cerns which is generally a nondescript dumping ground 
for items which some unintelligent bookkeeper cannot 
classify. The very existence of such an account is 
an argument for its elimination, because any expense 
or income which is a profit and loss item (that is, a 
current period item) should be posted. directly to some 
expense or income account even tho a new account 
may have to be created therefor. 

As an account on the general ledger, the Profit and 
Loss Accoxmt represents the medium for closing the 
revenue or nominal accounts at the end of each fiscal 
period. The balance in the a^ccount will therefore 
represent either the profit or the loss for the closed 
period. It is merely a summary without any attempt 
at analysis of the real Profit and Loss Account, which 
is the analytical statement of a concern's operations 
during a certain period. This is composed and con- 
structed in a logical way of all the accounts repre- 
senting income and of all the accounts representing 
expense. The balance in the general ledger Profit and 
Loss Account will be closed into Surplus, into Surplus 
and Undivided Profits, or into the latter account only, 
depending upon the action of the board of directors. 
In a partnership or an individual proprietorship the 
profits or losses would be transferred to the partners^ 
or the individual proprietor's capital accoonts respec- 
tively. A corporation, however, might wish to place 
some of the profits in a surplus not available for 
dividends, and another portion in an Undivided Profits 
Account to be used for the declaration of dividends. 
In any event the accotmt should be closed into a 
Surplus Account at the end of the period and as the 
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final olosing entry for the period. If only one surplus 
aocoTint is used, the balanoe may at onoe be trans- 
ferred to surplus for dividend declaration, for per- 
manent use, or for both as the case may be. Dividends 
may, of course, be dedared out of one surplus account 
or out of an undivided profits account Or, a surplus 
account constructed out of a period ^s net profits, may ' 
be subdivided into surplus available for dividends and 
permanent surplus, even after the Profit and Loss 
Account balance has been closed into it 

The auditor must, of course, be sure that dividends 
declared are out of surplus or a portion of surplus 
reserved therefor, and that the declaration does not 
infringe on the capital of the company. Of this he 
can be sure if he has satisfied himself that the net 
profits are real and that the balance sheet is correct, 
even tho the dividend declaration may more than 
absorb the net profits of the period audited and may 
encroach on the accumulated profits (surplus) of prior 
periods. Dividend declarations are not limited to the 
most recently accumulated net profits, but are limited 
by the entire surplus (accumulated profits) and must 
not be out of capital That is, they must not reduce 
the net worth of a business beyond the amount of 
the outstanding capital stock. It is intereeting to 
note here tiiat altho a stock dividend encroaches upon 
the surplus account, it insures to a company a larger 
net worth which cannot be encroached upon by future 
cash dividend declarations. Also in reality it assures 
to a company the use of a larger capital investment; 
the corporation parts with no value whatsoever, and 
the stock dividend insures it in tiie use of that amount 
of surplus which it need never withdraw from the 
business. 
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THB AimiT OF BAUUrCS 8HXBT AOOOmm (OomVd) 

Contingent LiABUjTtBs and Theib Tbbatment in an 

AUDITOB^S BbFOBT AND STAtBMBNTS 

There has been a great deal of disoassion among 
pnblio aoconntants as to the proper treatment of con- 
tingent liabilities in the auditor's report and state- 
ments. The controversy is centered about the three 
methods of expression^ all of them in common use. 
These are: 

1. The inclusion of the contingent liability ^'in short" in 
the body of the balance sheet. 

2. The statement of the conting^it liability as a footnote 
to the balance sheet. 

8. The inclusion of the contingent liability in the balance 
sheet but as a deduction from an asset (at least with 
reference to Notes Receivable Discounted). 

The inVdusion in short should appear on the balance 
sheet either immediately after the total liabilities or 
at the very bottom under the Surplus Account The 
two methods are herewith illustrated: 



METHOD I 



Current Llal)UiUes: 
Notes Payable 
Accounts Payable- 

Fixed LiabUities . . 

Total LiabUities 
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Contingent Liability for, etc. $. 



Net Worth: 
Capital Stock 
Surplae, etc. . 



MBTHOD II 



* 

I 

. . . I 

$ 

$ 



Current LiabiUUee: 
Notes Payable .... 
Aceoiints Payable . . . 

Fixed Liabilities .... 

Total LlabiliUes . . 
Net Worth: 
Capital Stock .... 
Surplus, etc 

Contingent Liability for, etc. 



The doable underscore below the amonnt of the 
contmgent liability will indicate that it does not enter 
into the footing of the balance sheet itself. 

When the contingent liability is in^cated as a foot- 
note, auditors generally state it as follows: ** There 

is a contingent liability of $ represented by 

Notes Receivable Discounted (e.g.).*^ The footnote 
would be prefaced by an asterisk corresponding to 
the reference asterisk following the word ** Liabili- 
ties,'' the caption for the liability section of the 
balance sheet 

Some accountants hold that a contingent liability 
for (let us say) Notes Receivable Discounted, is so 
remote that it should under no circumstances be included 
in the balance sheet itself; they are all agreed that 
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it must be shown in connection with the balance sheet, 
however, and that it should be indicated in short or 
by a footnote as above described. To show it in 
the balance sheet itself, in their minds, would mean 
the inclusion of the Notes Receivable Discounted as an 
asset and a contra inclusion thereof on the liability 
side. Such procedure is neither necessary nor desir- 
able, because the entire Notes Receivable, including 
those discounted, may be shown in one lump sum. The 
Notes Beoeivable Discounted can be deducted there- 
from, thus bringing out distinctly the total amount 
of notes accepted by the company, the amount dis- 
counted, and the net amount outstanding not dis- 
counted. By deducting the Notes Beoeivable Discounted 
in this way on the asset side of the balance sheet, one 
wiU have a balance sheet showing no larger volume 
of assets or liabilities than the one constructed by 
the other methods heretofore enumerated, and the 
contingent liability will need no extra comment As 
long as the contingent liability is directly connected 
with an element of the business which is reflected in 
the accounts, it appears to be the best practice to 
relate the contingency to the account thereby affected. 
But no matter how a contingent liability is expressed 
by the auditor in his balance sheet and report, it 
is imperative that it be expressed or noted and that 
all contingent liabilities be disdoeed. Contingencies 
take other forms than notes receiyable discounted. A 
company or individual may be a guarantor by either 
indorsement or contract. The auditor should inquire 
of the officers of a company or of the partners or 
individual in business, as to whether any such guaran- 
ties or indorsements exist and whether any security 
is on hand as protection to the business. If the part- 
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nersy individuals^ or officers of a corporation are 
interested in any other companies, such an inquiry- 
should be very searching. The minutes of a corpora- 
tion should also be closely scrutinized in this connec- 
tion. To fix the contingent liability for notes receivable 
discounted at the bank, the banker's certificate^ should 
be called for. It is also recommended that certificates 
be obtained from the beneficiaries under a guarantee 
so that the true status of the whole transaction may 
be. determined; an officer of a company may not always 
tell the whole truth and, therefore, the guarantee may 
be more of a real liability than a contingencgr. 

Unfilled contracts for materials, etc., in excess of 
current needs, tho not in the ordinary sense a liability, 
should receive comment on the auditor's balance sheet 
as a footnote and in his report; these contracts may be 
so large and may call for payment at such an early 
date that the current assets of a concern may be 
seriously menaced thereby or may be entirely insuffi- 
cient for payment The auditor should therefore in 
every audit call for the unfilled contracts or purchase 
orders so as to know that tiieee are merely normal 
and that they do not jeopardize the financial status 
of his client 

The auditor should make a footnote on his balance 
sheet of any current assets that have been hypothe- 
cated. Sometimes all or some of the chattels, or 
*'choses in action," of a company or business may 
be hypothecated to secure a creditor or money lender; 
such a condition must be clearly revealed by the 
auditor, because otiier creditors should know the real 
value of their claims. The minutes of the corporation 
should reveal any hypothecation of OAs character. 



Digitized by 



Google 



Audit of Bdlcmce Sheet Accounts 143 

because a resolution of the board of directors would 
be necessary before such hypothecation could occur. 

It was mentioned before that there is a strong 
tendency on the part of some public accountants to 
regard eeitain contingent liabilities as very remote, 
and they have thereforo concluded that a mention 
thereof in a footnote or the inclusion thereof in short 
in the balance sheet is the strongest expression of 
which the contingency is worthy. Any auditor who 
has been fortunate enough to investigate the accounts 
of bankrupts realizes fully the dangers of such doc- 
trines, for he generally has found that in many 
instance the bankruptcy itself was occafiioned by oon- 
tingent liabilities that became real A note given 
in settlement of an open a^ocount may in many instances 
indicate a weakness on the part of the maker, and if 
the holder discounts such a note there may be a very 
strong contingent UabUity created which may be any- 
thing but remote. In 4uch a case it is certainly 
preferable to carry the note receivable discounted on 
the books so that the concern itself may have before 
it plain facts which should not be overlooked. A 
very thoro analysis of the notes \ receivable discounted 
should be made; many of these might represent notes 
that have been renewed a number of times, and they 
may therefore be actual liabilities. An adequate 
reserve had better be set up for such notes, because 
the reserve for bad and doubtful accounts, aa a rule, 
does not provide for such contingencies. 

It is essential in connection with any corporation 
audit that the auditor insist on seeing the minute book. 
As a rule, every item that is unusual and also the 
contingent liabilities will be revealed thru this source. 
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If aa inspection of the xninnte bo<^ be denied the 
auditor, it is his dnty to mention that fact in his 
report aad in a footnote to his balance sheet; he should 
follow the same course with reference to any other 
significant records which his client refuses to turn over 
to him, indicating if possible in both instances the rea- 
sons advanced by the client for denying access to such 
records. 
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Many aaditors are so engrossed with the tafik of 
assuring themselves that all expenses have been prop- 
erly acconnted for and that all assets and liabilities 
are correctly stated in the balance sheet, that they 
overlook to a very large extent the income-producing 
accounts, or at least dismiss these accounts rather 
arbitrarily, on the assumption that every business, 
being interested in making a good showing, will on 
its own initiative report its income fully. This is 
very true, but the income may be reported too fully! 
Tho an inflation of income should normally be discov- 
ered thru the relationship of balance sbeet aocoimts 
to income accounts, the general books may be so well 
^^ doctored '' that the balance sheet accounts appear 
flawless in spite of very thoro inspection. 

An analysis of the income accounts during a fiscal 
period and comparisons of these with corresponding 
months of prior periods may at once indicate **the 
black gentleman in tiie woodpile." ThuB, if the sales 
of the last month of the period audited were much 
in excess of the sales of ihe corresponding month 
of the prior period (a^uming that no inflation oocurred 
then), the excess may be the result of including during 
the period shipments made in the subsequent month 
and set up as accounts receivable. 

145 
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There are two methods of detecting suoh.a fraud, 
both of which are fairly oonolusive. The first is the 
inspection of the shipping records, thm which the 
shipments or sales for the last month of the period 
may be proved, and the second is the analysis of the 
inventory or production records as the case may be; 
however, if the inventory has been *' doctored,*' a 
combination of the two methods may be necessary. 

Where there are cash sales, these may be inflated 
by ronning thru receipts from accounts receivable as 
cash sales, at the same time increasing the accounts 
receivable for sales made subsequent to the close of 
the period. This fraud can readily be imcovered by 
checking the receipts per cash book against the bank 
deposit slips, supplemented, if necessary, by circulariz- 
ing the customers; the last month's correspondence 
file moreover would, as a rule, contain the remittance 
letters or blanks, and these would afford additional 
proof. In most establishments cash sales are also 
evidenced by cash slips of some kind; these will afford 
the very best check on the cash sales and the conse^ 
quent deposit of cash. ( 

The inflation of sales thru the accounts receivable 
may be detected most surely by circularizing the cus- 
tomers themselves and by asking for a direct verifica- 
tion to the auditor of the balances per books at the 
end of the period. In a retail, jobbing, or wholesale 
business, the shipments for the audited period may 
be proved thru the final actual inventory and the 
relation thereof to the beginning inventory and the 
purchases within the period. Unless the quantities of 
goods reported on hand at the end of a period 
have been incorrectly or falsely reported, the shipments 
or sales should correspond to the following formula: 
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Beginning Inventory -|- Purchaaes -^ End Inventory = Sales or 
Shipments (in quantities); 

In a manufacturing business the formula for sales 
would have to be modified as follows: 

Finished Inventory at Beginning -|. Production — Finished Inven- 
tory at End = Sales (in quantities). 

The use of these formulae combined with the other 
tests discussed above should afford all the tools neces- 
sary for a detection of sales inflation. 

Manufacturers^ Income Accounts 

While it is true that the principal and in many 
cases the only source of revenue in manufacturing 
establishments is thru the sale of finished or manu- 
factured commodities, the determination of such sales 
is beset with somewhat more difficulty than the estab- 
lishment of sales in a retail, wholesale, or jobbing 
business; in the latter cases the sales commodities 
are identical with the commodities purchased, and no 
change in their form occurs. A manufacturer, how- 
ever, rarely sells his purchases; he converts them 
into finished commodities which represent either an 
entire disappearance of the purchases as raw material, 
or a combination of these into an entirely new or 
at least modified product. To account properly for 
quantities sold implies an investigation into the process 
of production wherein the raw materials are converted 
into finished commodities for sale, and wherein there 
may appear many elements of shrinkage which may 
or may not be avoidable. . 

The sales of a manufacturer may be proved in 
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quantity, after making allowances for spoilage ^and 
shrinkage, by the nse of the following formnlsB: 

(1) Raw Material a^ beginning of period -f Purchases — Raw Mate- 
rial at end of period r= Raw Material content of production (re- 
duced to formula content in finished product if possible). 

(2) Raw Material content of production + Direct Labor -\- Factory 
Overhead = Total C!ost of production (to be dirided into quan- 
tities of finished product, by types or on a formula basis). 

(9) Finished Product Inventory at beginning of period (in quanti- 
ties, by types) -f- Production (in quantities, by types as above 
determined) — Finished Product Inventory at mid of period (in 
quantities, by types) =: Sales of Finished Product for the period 
;(in quantities, by types). 

The application of these formal^ combined with 
others heretofore discussed nnder the caption of '^ Inven- 
tories," should afford ample proof of sales in quantities 
by types and of beginning-and-end inventories. There 
is no positively correct method of proving sales on 
a value basis. The relation of sales value to costs 
and to gross profits is a rough proof , but cannot be 
considered conclusive, especially when the auditor is 
confronted with a period wherein the sales prices or 
the costs of production have fluctuated appreciably. 

Manufacturers are coming daily to a better realiza- 
tion of the need for proper general accounting sys- 
tems and cost accounting systems. Wherever such 
systems are in force, the auditor will generally find 
that the task of verifying the income from sales is 
a simple one; nevertheless he should take the pre- 
caution of examining the sales records in order to 
satisfy himself that they were properly closed on the 
last day of the period covered by his audit He should 
therefore make a comparison of the shipping records 
with the sales records. If a concern wishes to inform 
its banker or creditors that it is in a healthy condi- 
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tion as far as sales orders are conoemed, there is 
no obgection to the addition of a statement of the 
bona fide orders on hand at the end of the fiscal year; 
in fact, it is recommended that snch a statement be 
inclnded. However, if this be done, the auditor shonld 
compare the outstanding orders with those on hand 
at the end of the previous fiscal period, and should 
make sure that there is no loading. The orders might 
very conveniently be grouped into orders for immedi- 
ate delivery and for future delivery, with a- general 
division of future deliveries by months. 

CHSCSING MAKUFAOTTJBEB's SALES 

In reporting sales, the auditor should, in his profit 
and loss statement, indicate first the gross sales; from 
this he should deduct allowances, returns, out-freight, 
and possibly cash discounts. 

There is a tendency on the part of some public 
accountants to view cash discounts as an expense of 
financing rather than as a deduction from sales, and 
there is considerable justification for treating them 
in this manner. It is an almost universal practice 
to regard cash discounts on i)urchase6 as a financial 
earning rather than as a reduction of purchase price. 
Why then should discount allowed on sales accounts, 
which is a bid for funds, be treated as a reduction 
of selling price? In fact, the discount taken on pur- 
chases may be made po&sible by the funds obtained 
by permitting a discount on sales; the one is a saving 
dependent upon the availability of funds, the other 
is an inducement to obtain these funds quickly. An 
auditor who treats discounts on sales as a financial 
or general expense rather than as a deduction from 
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salesy will be free from oriticisniy eBpeoially if at the 
same time he considers discounts ta^en as a general 
or special revenue item. The two accounts may appro- 
priately be set off one against the other. 

In the audit of all sales accounts the salee should 
be compared with the orders for the purpose of deter- 
mining first, whether all orders have been filled, and 
second, whether the sales have all been accounted 
for. Tampering with the sales account should readily 
be discovered by means of such comparison. All 
orders are presumably to be filled, and anyone tam- 
pering with the sales accounts would probably either 
not have access to the order books or not think of 
altering these as a precaution to cover a manipu- 
lation of the sales records. If such a precau- 
tion were taken, then the salesmen's own records should 
be examined; the salesmen's orders and, in fact, all 
sales orders should be numbered serially so that every 
order may be accounted for by number. If the auditor 
works from tiie sales orders to the sales and finds 
certain orders unfilled, it is his duty to discover why 
they have not been filled. His request for information 
should first be directed to the sales department, which 
should be able to pro^nce a cancellation order or 
letter. If the inquiry must be pushed further, the 
auditor should correspond with or interview the sales- 
men and finally, if necessary, should take the matter 
up with the customer himself. The auditor, as before 
suggested, should also consult the shipping records. 
The application of any or all of these methods should 
establish beyond any question the correctness or incor- 
rectness of the sales account. 

Cash sales of the products of a manufacturing concern 
are not customary. There may be cash income, however, 
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from other soiirces. In almost every industry there 
is considerable scrap or offal which from time to time 
may be sold for cash. Probably the best way to 
aoconnt for such income, which is dependent upon 
production, is to obtain from the superintendent or the 
manager an estimate of the percentage of Vuch scrap 
to production. This matter may have to be approached 
from the quantity, rather than from the value, side; i.e., 
the percentage of scrap resulting from the use of 
certain quantities of raw material may have to be 
determined. Whether such scrap is sold for cash 
or on timQ does not affect the method employed. The 
income from the sale of scrap, if resulting from a 
necessary operation in production, should be credited 
against the cost of sales; if representing the sale of 
obsolete material or tools, it should be credited to 
a Miscellaneous Income Account or to the Asset 
Account if the latter is still on the books. 

Inco2£E Accounts of Wholesalers and Bbtailbbs 

The verification of income from sales in wholesale 
and retail establishments is almost entirely an inven- 
tory matter. The sold commodity is identical with 
the purchased commodity, so that if the inventories 
at both ends of a period are correct and the purchases 
have been properly accounted for, the sales at cost 
will be represented by the following formula: 

Begixmins laventory -f Purchases — End Inventory = Sales (at cost). 

Tho this formula proves the cost value of the goods 
sold, it is not conclusive as a test of sales unless quan- 
tities are used instead of values and unless the quantities 
thus determined are accounted for in the sales records. 



Digitized by 



Google 



152 . Auditing Procedure 

It ahonld be remembered that the sales price is some- 
thing entirely different from the cost value of the 
sales. In proving the Sales Account^ the auditor should 
procure the sales price lists for the various types of 
articles sold and should, if necessary, inspect the indi- 
vidual sales entries in order to assure himself that 
the sales price was charged in full. Where there have 
been no changes in selling price during a period, or 
where it may be averaged, a total proof of the Sales 
Account may be obtained by multiplying the total 
quantities of the various types of commodities sold 
by the unit selling price. This method may not give 
the exact result, but if the difference is small, the 
auditor can feel fairly confident that the Sales Account 
is properly stated. He should, however, supplement 
the method just recommended by a fair test of the 
.individual sale charges. 

The test of sales thru quantities by using the begin- 
ning-and-end inventories and purchases as bases, implies 
the use of a **perpetuaP' inventory system. The 
auditor may be of great service to his client by 
recommending such a system where it is not already 
in use. It is almost impossible to prevent stock short- 
ages in wholesale and retail establishments without 
detailed inventory control; a perpetual inventory sys- 
tem in these concerns becomes truly an investment, 
for the cost of its operation will in almost all cases 
effect a saving which will be a handsome return on 
the outlay. Shrinkages will be reduced to a minimum 
and these can be accounted for quite fully. 

The cash sales of a retailer form a very large per 
cent of his entire sales. It is therefore necessary 
to use every precaution in verifying this source of 
revenue. In the larger stores the internal check on 
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the cash and charge sales is as a role so complete 
that an auditor cannot, because of the great volume 
of detail, do more than check the summaries prepared 
by the store's auditing department He must see, 
however, that all the smnmaries have been entered 
properly in the general books, and he should make 
a number of tests of the summaries; this can be done 
by checking the cash and charge slips for a number 
of days during the period to the summaries. In other 
large retail establishments where there is sufficient 
internal audit the same procedure should be followed. 
In smaller retail stores, where the internal check is 
not extensive, the auditor must make some thoro tests 
of the cash sales and, if possible, relate these and 
the charge sales to the inventories. 
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THB AUBR OV mJL^KBBE ACOOVWTB 

The audit of Expense Accounts is either quite simple 
or extremely difficult, according to the kind of records 
kept by the client. Where there is a thoro analysis 
of expenses thru a voucher system, with all bills 
attached to the vouchers, the audit of Expense Accounts 
is comparatively simple. Where, however, charges to 
Expense Accounts come thru the cash book, journal, 
and possibly other sources, with expense bills filed 
alphabetically after payment, it is an enormous task 
to verify the propriety of the charges; in fact, unless 
the client agrees to pay a considerable fee, it will 
be impossible to secure an entirely satisfactory audit. 
Sometimes the auditor would do well indeed to advise 
his client to forget the past and to put in- a proper sys- 
tem of accounts. An unsatisfactory audit due to poor 
accounting in a client's office is worth little to the 
client or to the auditor; it is often money thrown 
away which could be put to better use by engaging 
the auditor to put in an adequate system. Of course, 
where there is suspicion of defalcation or other irregu- 
larity, an audit should be made and should be limited 
as a special investigation. Also, in some instances 
it should be made in order to show the client how 
badly and inadequately his accounts are being kept. 
Some people need rude awakenings. 
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Audit op Expense under the Vouohbb System 

Where the voucher system is in use, all expenses 
payable are distributed in the voucher register. This 
distribution may be in detail or to controlling accounts. 
In a small business the entire distribution can generally 
be shown in the voucher register itself, but in a large 
enterprise it is generally found necessary to charge 
all expenses to a few controlling accounts in the 
voucher register and to supplement the register by 
an analysis ledger or sheet. Numbering the accounts 
is found very convenient and eflScient in the latter case, 
the analysis ledger showing both numbers and names 
of the accounts. A convenient numbering scheme is 
to have all assets prefixed by the number **1," all 
liabilities by the number *'2,'' all income accounts 
by the number ^*3,'* and all expense ax5Counts by the 
number ''4.'' A voucher register supplemented by 
an analysis ledger would therefore need few columns, 
for all details under the various captions would be 
expressed in the analysis ledger. 

In examining vouchers, the auditor should make 
sure that they are properly approved for payment, 
and that the prices on the bills have been checked 
and the extensions verified. He should instruct his 
assistants to test a number of the extensions. The 
important task in examining the vouchers is to study 
the accounts to which they are charged; the nature 
of the bills attached to the vouchers will as a rule 
give sujBScient information so that the distribution 
may readily be verified. An inventoriable purchase 
or an addition to Property Account can be readily 
detected, but there is a ** twilight zone'* where advice 
from the purchasing agent or others may be necessary; 
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bills for repairs, renewals, replaoements, and minor 
additions to plant are sometimes extremely difl&cult 
to classify, and the auditor is forced, in many instances, 
to **take somebody's word for if He can, however, 
protect himself to a certain extent by comparing such 
charges, as totals, with the like charges for other peri- 
ods. Because of heavy Federal Income Taxes there is a 
tendency on ithe part of some to load the expense 
accounts, with the result that many charges which 
were formerly capitalized or charged to reserves for 
depreciation are now put into oi)erating expenses. 
Such practices will continue just as long as govern- 
ments continue to tax profits. 

In comparing vouchers with the voucher register it 
is hardly ever necessary to cover the entire period 
in detail Exhaustive tests should be made for a 
number of months, scattered thruout the year. The 
voucher, with its bills attached, should first be com- 
pared with the voucher register entry (in the Vouchers 
Payable column), and a check mark in colored pencil 
should be made to the right of the amount The 
bills attached to the voucher should then be examined 
and the distribution to the expense account, or 
accounts, or to the capital account should be verified. 
This examination must be analytical, and the auditor 
or his assistant must here display good judgment and 
a general knowledge of business operations so that 
there will be no question as to the propriety of the 
distribution. The distribution should be chedked in 
the voucher register and the analysis ledger (if there 
be one) as well as on the voucher itself; they should 
agree. The voucher itself is the approved distribu- 
tion, and the voucher clerk is supposed to carry that 
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same distribution on the register from which the 
accounts in the ledger are constructed. 

The points to be observed in vouching may be 
summarized aa follows: 

1. The charge must be correct as gleaned from the nature 
of the bill or bills. 

2. The voucher must be properly approved as to distribu- 
tion and the bills must be checked as to prices and 
extensions. 

3. The receiving clerk's original certificate should be a1^ 
tached to bills covering purchases. (If not attached, 
the receiving clerk's file should be examined and a |;est 
comparison made with purchase invoices. 

4. The voucher register distribution must agree with the 
distribution per voucher. 

5. Missing vouchers must be listed (if of sufficient value). 

6. Vouchers of doubtful distribution must be referred to 
the proper official for clarification. 

7. Vouchers fully examined, passed, and compared with the 
voucher register should be ticked or stamped by the 
auditor and replaced in the file. A memorandum of 
the last voucher number examined at the close of any 
day's work should be made by the auditor, so that no 
one of the office force can tick any subsequent vouchers 
or the voucher register without its being discovered. 

8. After the vouchers have been examined, the cancelled 
checks in payment thereof should be compared with the 
vouchers and an appropriate check mark entered in the 
voucher register. Where voucher checks are used and 
the bills attached to the cancelled checks, the vouching 
and accounting for the payments can be performed in 
one operation and a combination tick may be used (as 
for example "vc," the "v" representing voucher exam- 
ined and the ''c," check compared with voucher). 

9. If there are no receiving clerk certificates, the purchase 
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invoices should be compared (at least in part) with 
the stores records. 

10. The auditor must satisfy himself that vouchers are 
made out to the creditors whose names appear on the 
bills, and that the checks in payment are made out 
to the same parties. 

11. Bills permitting discounts should be compared with the 
discount entries on the cash book or the voucher reg- 
ister according to the practice of the client in this 
matter. Some forms of voucher registers provide a 
column for purchase discounts, whereas in other cases 
purchase discounts are taken care of in the cash book 
or check register. 

12. Petty cash vouchers should be carefully tested, and 
proper receipts must accompany each voucher distrib- 
uted thru the voucher register. Any suspicious look- 
ing receipts must be traced, and payment to ofiScers 
or employees must be satisfactorily explained. Very 
often an irregularity on the part of the cashier can 
be discovered by passing the petty cash vouchers to 
an official of the concern for approval. The auditor 
himself cannot aflPord to put in too much time on petty 
cash or general vouching, as there are many more 
important tasks. 

13. The auditor should have one of his assistants verify 
the footings of the voucher register (either in part or 
in whole, depending upon the extent of internal audit), 
and all the postings from the voucher register to the 
general ledger should be checked. 

14. At the completion of the vouching a list of the unpaid 
vouchers should be prepared from the voucher regis- 
ter and compared with the general ledger controlling 
account for Vouchers Payable. 

15. All journal adjustments to Vouchers Payable should be 
fully examined. 
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Audit op Expekse undeb Non- Voucher System 

The procedure outlined above is for vouching 
where a voucher register and system are in use, with 
the vouchers filed numerically after they are paid. 
Unfortunately, however, voucher systems are not in 
universal use and it is sometimes difficult to convince 
a client of the advantages of such systems. We camiot, 
of course, discuss here the relative merits of account- 
ing systems, nor does this consideration, improve the 
status of poorly kept accounts which nevertheless 
must be audited. 

The auditor will generally find that where voucher 
systems are not ^in use, the payment of bills is not 
tied up with any system of filing the bills themselves, 
and that the bills are generally filed alphabetically 
for convenient reference use. Vouching under such 
conditions is beset with numerous difficulties, and the 
auditor should proceed according to the following rules : 

1. He should call for all bills arranged according to dates 
of payments (whether he expects to use them all or not). 

2. From the cash book or purchase record (if there be 
one) he must inspect the charges to the various expense, 
purchase, or capital accoimts. He must compare the 
bill by name of vendor, amoimt, and nature with the 
entry in the cash book or purchase record, with its dis- 
tribution therein, and with the check or cash payment. 
This work may be all inclusive or may be confined to 
complete tests covering certain periods. The auditor 
may possibly deem it sufficient to examine bills and 
payments thruout the period in excess of a certain 
amoimt. 

3. He must give especial attention to the distribution of 
the charges, because where accounts are kept loosely 
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the danger of improper classifieaticm is very great. He 
niTiHt therefore fdso check the general ledger, postings 
very carefolly. 

4. The amount of the various expenses during the audited 
I>eriod should be compared with the same ezpaises of 
prior periods in order to discover any loading or other 
irregularities. 

5. The cash book and other records involved with purchases 
and expenses should be footed, and their totals should 
be traced into the general ledger. 

6. All petty cash disbursements should be carefully analyzed 
and properly accounted for. Receipted bills should be 
demanded for all petty cash disburaements and any 
irregularities thoroly ironed out 

Wherever books axe kept looeely, the auditor can 
be of great aervioe to a client if he will make a very 
thoro inspectioii of the acconntiiiig system, report on 
its weakness and inadequacy, and recommend gener* 
ally how the system may be improved. Any construc- 
tive advice in an auditor's report, not too freely given, 
makes the client feel that the public accountant is 
interested b^ond the collection of a fee. 
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THB AUBrr OV XaCPBHBB AOCOUim (OmM) 

The previous chapter presented the general prineiples 
involved in auditing expenses. It is necessary, how- 
ever, to analyze more specifically the peculiarities of 
certain expense accounts, many of which are common 
to almost every type of business, and to outline the 
methods to be ^nployed by an auditor in examining 
these accounts. These expenses may be grouped as 
follows : 

' 1. Extraordinary Exi>en8e8 Not Chargeable to Operations. 

2. Deferred and Accrued Expemies. 

3.^ Salaries and Wages. 

4. Selling Expenses and Salaries. 

5. Admunstrative and Oeneral Expenses. 

6. Legal Expenses. 

7. Returns and Allowances* 

8. Interest on Loans, etc. 

9. Freight and Express. 

10. Factory Costs. 

11. Bad Debts. 

EXTBAOBDINABY ExilSKSBS 

At times, in almost every business, extraordinary 
expenses arise, which in no way immediately affect 
operations, but which must nevertheless be deducted 
before the surplus net profits of a period can be deter- 
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mined. There might be extraordinary legal expense in 
connection with unnsnal suits brought against a com- 
pany. For example, several years ago a number of dis- 
satisfied stockholders brought suit against the board of 
directors of a corporation, claiming that certain securi- 
ties owned by the corporation had been sold at a price 
damaging to the stockholders. At the same time these 
stockholders also filed a petition for a receiver. Inves- 
tigation revealed that these stockholders had previously 
secured an option on the securities; the option had 
expired, and the securities had been sold to others 
at a higher price than that offered by the stockholders. 
The company had really got a much better price than 
the stockholders themselves had offered, but they were 
piqued that th^ securities had not come to their hands; 
hence they brought suit against the directors and 
applied for a receiver on the claim of mismanagement. 
An audit proved that there was no basis for suit and 
that the company had been better managed than ever 
before in its history. However, a considerable sum 
was expended for legal advice in fighting the dis- 
gruntled stockholders and averting receivership. 

This expense had to be charged in its entirety during 
the period of its incidence. It could hardly have been 
treated as a deferred expense, for it in no sense bene- 
fited future operations nor did it bear any relation 
whatsoever to operations either current or futura If 
anything, the good name of the company was jeopar- 
dized for a short period as a result of the suit. It 
would have been very inappropriate to defer any of 
the legal expense, for the future certainly received 
no benefit and a deferred item of such character woidd 
have made a very sorry showing on the balance sheet. 
One might think of many such unusual expenses which 
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must be charged ont during a current year, even tho 
they bear no relation whatsoever to operations or 
the results from operations. 

When confronted with any unusual expense such 
as the one just stated, the auditor should insist that 
it be completely charged oflf as incurred; he must, 
moreover, determine, from what^er sources necessary, 
that the entire expense has been accounted for and that 
nothing foreign^ thereto has been included in order 
to show up the net profits from operations more favor- 
ably. Any extraordinary expenses should be fully 
explained in 'the auditor's report, and in the profit 
and loss statement, they should be deducted as extraor- 
dinary expenses after the net profits from operation 
have been clearly shown. On a representative con- 
densed profit and loss statement they would appear as 
indicated herewith: 



SftlGS ■•••••••••• 

Deduct— Cost of Sales 

Gross Profit 

Deduct — Selling and General Expenses: 

Selling Expenses 

Administrative Expeiise 



Net Profit from Operations 

Deduct — ^Interest on Loans and Extraordinary Expenses: 

Interest on Loans I 

Extraordinary Legal Expense (see p. ... of 
report) 



Surplus Net Profit 



Some extraordinary ohai^ges cannot properly be 
deducted during the current year, but become sur- 
plus charges. Such would be a charge for obsolescence. 
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Thus, a machine casting $5,000.00, the life of which 
was estimated at twenty years, became obsolete at 
the end of the fifth year. It had been depreciated 
only to the extent of $1,250.00; then the loss due to 
obsolescence, amounting to say $3,000.00 (assuming 
$750.00 to be the scrap value), could not be charged 
entirely against the fifth year. Four-fifths of the 
$3,000.00 would have to be charged against surplus and 
one-fifth to the fifth year as an extraordinary charge; 
the entire period during which the machine waa useful 
should bear the charge for obsolescence rather than 
the final yean In cases of this kind the auditor 
should caution and counsel his client to provide for 
the, element of obsolescence thru the depreciation 
reserva This reserve should be made sufficiently 
large on all equipment so that the obsolescence of 
any individual equipment may be covered; thus, if 
all machinery were estimated to have a normal life 
of ten years, a depreciation reserve constructed on 
the basis of eight years for all the madiinery ought 
to provide fully for the almost certain obsolescence 
of single units. 

All vouchers or payments for unusual or extraor- 
dinary items and all unpaid liabilities in connection 
with such items must be examined carefully and no 
effort must be spared in demonstrating that the liability 
has been fully taken care of in the accounts. In the 
case of law suits affecting the finandal position of a 
dient, it is the auditor's duty to review the case 
fully and to secure a complete knowledge of the daims 
of both sides. He should not be guided entirely, 
if at all, by the contentions of his client, for he 
should desire first and foremost to know the whole 
truth. He must be guided in his conclusions and 
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reoammendation by the facts and by their eflfeofc upon 
his client's financial position or profits. He may be 
brought to a severe test, but such tests are the real 
factors which make him either a respected exponent 
of his high profession or a charlatan. 

Dbfbbbed akd Aocbubd Expenses 

These expenses have already been discussed in their 
relation to the balance sheet. It is equally important, 
however, for an auditor to see that each month's 
operations are charged with the correct portions of 
the unexpired insurance, the prepaid interest (if any), 
the accrued interest, wages, salaries, commissions, 
taxes, and similar items. Convenient registers and 
records have been provided for the monthly distribu- 
tion of most of these expenses and such records should 
be fully examined; tiie deferred or the accrued amounts 
at the end of the i)eriod must actually represent either 
a correct charge to future operations or a current 
charge payable at some future time, respectively. It 
cannot be too strongly recommended that aiU expenses 
be placed on a monthly basis in order that, combined 
with the cost of sales, the results from operations, or 
net profits, may be known at the end of each month. 
There are few concerns indeed that cau afford to wait 
an entire year before reckoning profits. 

Salaries and Wages 

The auditor should call for the pay rolls covering 
general office and executive salaries as well as for 
the pay rolls indicating the wages for factory or 
manual labor. The office pay rolls should be approved 
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by some officer of the company, and all changes in 
salaries must have proper authorization. The can- 
celled checks for salaries should be compared with the 
pay roll book; it may not be necessary to do this 
for the entire period, but suffidentiy exhauative tests 
should be made. 

The entire pay roll procedure should be investigated. 
Some firms still continue to show on the cash book 
the checks or currency made payable to each indi- 
vidual; this is poor practice, for it permits the mem- 
bers of the office force to know what their confreres 
are receiving and may thereby engender dissatisfaction, 
petty strife, and jealousies. Altho individual cheAs 
may be issued, the pay roll for office help and execu- 
tives should be shown in total in the books and the 
cancelled pay roll checks should come into the hands 
of some single trusted employee, who should also pre- 
pare the bank reconciliation statements. Where salaries 
are paid weekly, it is sometimes difficult to keep the 
books on a monthly basis and the auditor will do 
well to recommend, in such cases, that payments be 
made either monthly or twice per month so that the 
salary expense or pay roll can readily be included 
each month in full. 

In large establishments it is just as necessary to 
safeguard the office pay roll as it is the manual labor 
pay roll. There is just as much danger of padding 
in the one case as in the other. We have found 
that it is sometimes necessary to take an actual 
physical inventory of the office employees. Such prac- 
tice is sometimes a-propos in large department stores 
where each department manager prepares his own 
departmental pay roll and generally pays his employees 
in person. Several years ago a fairly extensive pay 
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roll padding was discovered by actually inventorying 
the employees in a large department store. The anditcyr 
in this case prepared the departmental pay rolls in 
detail by departments and requested each department 
manager to certify thereto and to produce receipts 
from his employees. One was rather reluctant to give 
his certificate, and further investigiation revealed con- 
siderable padding. A certificate was not sufficient in 
his case; the auditor went further and actually inven- 
toried the employees, having each employee verify 
the rate shown in the general pay roll book. In 
small concerns where every office ^nployee is known 
by the manager, such precautions are of course entirely 
unnecessary, and the manager's approval to the pay 
roll will suffice. 

Quite a number of industrial concerns maiutaJTi 
service files which form a constant record of men on 
the pay roll as well as of the past experiences of the 
employees. Some concerns employ such a system for 
all employees, whether in the factory or the office. A 
comparison of the service file with the pay rolls affords 
an excellent check against the latter; the pay roll is 
prepared by someone who has no access to the service 
file and who, in fact, may not even know of its existence. 

Factory pay rolls for manual labor must be very 
carefully checked. In most modem industrial estab- 
lishments the men are paid in cash and their pay is 
handed out to them in pay envelopes. These pay 
envelopes should never be filled by the same person 
making up the pay roll,^nor shoidd they be handed 
out by that person. Every pay roll should be properly 
audited before the men are paid. The pay roll itself 
should be first compared with the general time cards 
taken from the time dock trays, and these in turn, 
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where a cost system exists, should be oompared with 
the factory time cards which record the distribution 
of each man's time. The general auditor or his 
assistants should superintend the actual paying off 
of the men and should tick the pay roll for envelopes 
handed out. Any envelopes left over should be placed 
in the cashier's office and checked against the time 
cards remaining. After payment, the time cards should 
be filed in the general office and should from time to 
time be compared with the cost records or service 
files. 

The extent of an auditor's investigation of the 
pay rolls should be measured by the nature of the 
pay roll systratL Where the system is surrounded 
by extensive internal checks, a number of tests should 
suffice; where the whole system is loose, the matter 
must be gone into thoroly and exhaustively, possibly 
even to the extent of making an inventory of the labor 
personnel. Fortunately one will find that, usually, 
the bigger the industry the larger the safeguards 
against padding; therefore the detailed investigations 
are generally confined to small, poorly organized estab- 
lishments where the task of verification is limited 
and possible. The entire matter of wage and salary 
expense auditing is dependent upon the system ^u- 
ployed by the client 
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AUBKT Of MU^M I iU B AOOOVKTB (OmiM) 

Selling Expenses and Salabies 



Before maMng the necessary inspeetion of selling 
expenses and salaries, the auditor should call for the 
contracts of his client with the salesmen. These some- 
times stipulate exactly what expenses are allowable 
as well as the basis of remuneratioiL Sales agents 
selling on a straight commission may not have a claim 
against the concern until the sales accounts have 
been paid in full. In other cases, commissions are 
graded according to the size of order and again are 
varied with reference to different types of goods. 
Sometimes bonuses are paid or are payable on 
excesses of sales over a fixed figure; such bonuses 
must be set up as a liability at the end of the 
fiscal period. 

All of these considerations, and ^nore, must be in 
the auditor's mind before he plunges into the details 
of selling expense accounts. He should know spe- 
cifically the relations existing between the salesmen 
or the agent and his dient, in order that he may make a 
just interpretation and analysis of the accounts. Com- 
pliance with contract or written employment proposals 
on the part of both employer and sales agent should 
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form the basis of the deeper analyais of the selling 
expenses and salaries accounts. 

AUDIT OF SALABIES, COMMISSIONS, AND EXPEKSB 

The mechanical work that follows the gaining of 
this information has to do with the audit of the 
salaries^ expenses, and commission of sales agents 
by means of fairly extensive tests of the salesmen's 
expense reports, of the commission rep«orts or state- 
ments, and a comparison of these with the vouchers 
and payments issued. The salesmen should be required 
when sending in their expense reports to submit receipts 
for hotel bills paid, for livery, and for their transporta- 
tion. Where mileage books are used, the salesmen 
should make weekly or semimonthly reports of miles 
used, and these should tally with the distances between 
towns as reported in the expense reports. Unused mile- 
age, if of suflScient value, should be considered as an 
advance at the end of the fiscal period in the auditor's 
balance sheet; in some concerns this item runs iuto hun- 
dreds or thousands of dollars and must receive consid- 
eration. In many companies the salesmen are required 
to report on the mileage in their possession with as much 
care as they exercise in reporting their cash expendi- 
tures; consequently in such cases the auditor will have 
little difficulty in determining the value of unused mile- 
age at the close of the period under audit The auditor 
must also, call for all the salesmen's expense reports 
handed in immediately after the close of the period, so 
that the accrued expenses will receive consideration. 
As the salaries of salesmen are usually paid once 
or twice a month, they should be easily verified and 
any accruals readily detected. 
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ADVEBTISING EXPENSE 

Outside of selling salaries, traveling expenses, oom- 
missions, etc, the principal item in the selling expense 
accounts is advertising expense. According to its 
nature advertising expense either is immediately charge- 
able or may be deferred. Current advertising in news- 
papers, magazines, or on billboards, if continuous, 
had best be charged at once as expense; if, however, 
a new line of goods is got out or a special cam- 
paign is launched, it is perfectly legitimate to defer 
part or all of such expenditures until returns come 
in. Since the auditor examines the accounts at a 
date sometimes considerably subsequent to such expen- 
ditures, he generally has the opportunity to know 
whether or not they have been successful. This knowl- 
edge should guide him in placing a valuation on the 
deferred charge. There is, let us remember, a general 
tendency on the part of the advertiser to overvalue 
his advertising; a new line of goods may not sell at 
all, and many special advertising drives have failed 
to go **over the top. ^' 

Begular advertising thru the medium of catalogs 
can be put on an inventory basis, provided the catalf>gs 
illustrate and advertise a company ^s standard prod- 
nets. The cost of the catalog issue should be charged 
to a Catalog Inventory Account; as the catalogs are 
mailed or distributed, the Inventory Account should 
be credited and Advertising Expense charged. The 
rules governing inventories should be used by the 
auditor in verifying the balance in such accounts at 
the end of the period audited, and all old or obsolete 
catalogs should be charged off. The large mail order 
houses do all their advertising by catalog; thus in 
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their case the Catalog Inventory Aoooimt is of the 
very greatest importance and deserves dose soratiny. 

Administbative and Oekebal Expenses 

The audit of executive and deiioal salaries has 
already been discussed. The other adniinist«ative and 
general expenses consist of a great many items, chief 
among which are telephone and telegraph, postage, 
the expenses of the credit and collection department, 
depreciation of (^ce furniture and fixtures, traveling 
and general expenses of officers, dues and subscriptions, 
stationery and office supplies, and a host of minor 
general office expenses. A thoro test of the vouchers 
covering these expenses must be made by the auditor, 
and he should secure an analysis of them for com- 
parison with the like expenses of prior periods. He 
must also make sure that all expenses of this nature 
have been included in the accounts for the period 
tmder audit; if they have not, he should set up the 
liabilities therefor, always bearing in mind^ however, 
that similar treatment must be accorded to the same 
accounts at the beginning of the period he is audit- 
ing. This is a good rule to follow, because even after 
such expenses have presumably all been discovered 
some additional odds and ends will still turn up. Such 
items may, of course, be disregarded both by the 
auditor and by the company, for as a rule they are 
inconsequential and recur practically every year. 

Legal Expenses 

The account for legal expenses should always be care- 
fully inspected and the vouchers charged thereto closely 
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Bcnitinized. This acoount is sometimes naed as a 
repository for unusual expenditures or for some that 
are open to critioism from the viewpoint of business 
ethics. Again the auditor must make sure that all 
legitimate legal expenses have been fully charged. 
His inspection of the minute book and other records 
should reveal whatever litigation his client is party 
to; it then becomes ^the auditor's duty (if the client 
has not already done so) to request that the attorneys 
send in their bills <Jovering their entire charges to the 
dose of the period being audited. With reference to 
irregularities in the Legal Expense Acoount the audi- 
tor must take a firm stand, and should report the 
account in accordance with his analysis thereof even 
tho such action cost him his fee. 

BbTXTBKS and AliLOWANOBS 

Credits to Accounts Eeceivable other than for cash, 
deserve the closest kind of scrutiny. Not only are 
such credits ordinarily an indication of carelees business 
policy, but they are as frequently a common cover for 
fr^id. Many bookkeepers have used this way of tem- 
porarily enriching themselves; cash collected was pock- 
eted and the customer's account credited by journal 
entry, the charge being to Returns or Allowances; or at 
times part of the cash may have been pocketed and. there- 
fore only a partial credit passed thru the journal, 
making the transaction appear less suspicious. In 
other instances numerous journal credits for returns 
and allowances indicate a weak business or business 
getting policy. Some concerns consistently make allow- 
ances to customers merely to retain their goodwill 
and to secure more business ; the customer soon reaches 
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a sta^e where he expects the allowance as a regular 
thing, and if refused he withdraws his aocoxmt. 

In well-organized offioes, the dangers of abuse thru 
the Betums and Allowance Aocoonts are not very 
great, provided the company's business policy is strong. 
The auditor will find, as a rule, that all credits to 
cust(miers for returns or allowances have been fully 
authorized by the proper official These authorizations 
must be examined (at least in part) and in the case 
of credits for returns the auditor should call also 
for the receiving records aud actually trace the return 
into the Inventory Account The returns must not only 
be evidenced by an entry crediting the customer and 
charging sales, but must be expressed by an additional 
entry charging inventory and crediting cost of sales. 
Many large concerns now use return and allowance 
journals^ in which the authorizations (which should 
be consecutively numbered) are entered and thence 
posted to the appropriate accounts. These journals 
should not be kept by the accounts reodvable ledger 
clerks, but should form a part of the general auditor's 
records, for they are instrumental in fixing the general 
ledger controlling account for the customer's ledgers. 

The power of granting allowances to customers and 
of permitting goods to be returned should be carefully 
circumscribed and, in fact, should be aUocaied to a 
very few individuals. These persons should make a 
thoro review of each case before acting, and they had 
better be (^cers of the company rather than any of 
those specifically interested in sales promotion, col- 
lections, or credits. Authorizations for returns and - 
Ulowanoes should be filed numerically after entry in the 
allowance journal so that they may be referred to 
readily; a cross index will be afforded if the ledger 
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oierk is instructed to insert the authorization number 
when crediting the customen The auditor should 
make a number of very thoro tests, even where the 
authorization system is in force, in order to be cer- 
tain that there are no abuses of the power to grant 
allowances and authorize returns. Every allowance 
outs into profits, and every return means not only 
a ,sale lost but the waste of the expenditures made 
in securing the order. 

Iktebbst on Loans, Etc. 

Interest on borrowed money, tho not affecting net 
profits from operations, except in the case of finan- 
cial institutions, is an expense of conducting busi- 
ness which decreases the amount of net profit carried 
to Surplus Account It may consist of inter- 
est on bank loans, on notes given in settlement of 
.purchase, on construction contracts, or on bonds or 
other fixed indebtedness. To put the case briefly, 
it is an expense of financing or funding a business. 
Interest on borrowed money should therefore not appear 
in the auditor ^s profit and loss statement until after 
the net profits from operations have been stated. 

The Interest Expense Account may be verified in 
conjunction with the examination of the Notes Payable 
or Bonds Payable Account. In this examination the 
total amount of interest for which the company is 
liable during the year on each instrument of indebted- 
*^ness should be tabulated, and this tabtilation should 
be compared with the Interest Expense Account, with 
which it should agree; if it does not, then the com- 
pany has probably neglected to consider the accrued 
interest or has failed to make adjustments between 
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years. The intere&t attached to each in&tmmeiit of 
indebtedness during a given period and a tabulation 
prepared on that basis should give the correct amount 
chargeable daring the period. 

The auditor should also ascertain whether there are 
any interest obligations for past due accounts payable, 
or on loans made by officers or partners, as tiie case 
may be. Interest is also charged, and sometimes at 
very high rates, on unpaid judgments, past due taxes, 
and other liens. No audit is complete until the auditor 
has assured himself regarding possible liabilities of 
this sort 

Fbbight and Exfbess 

Too often the auditor passes over the charges for 
freight without any attention whatever, assuming that 
the railroad companies make no mistakes. Tho the 
auditor is not supposed to be a classification and rate 
expert, he should have sufficient knowledge of tariffs 
and commodity classifications to make a number of 
fairly conclusive tests of freight payments. Bailroads 
and express companies frequently overcharge. The 
auditor should inspect closely the system of oheddng 
freight and express bills and he may safely assume 
that, if his client employs an experienced traffic man- 
ager, overcharges will be rare. Every freight bill 
should be approved as to rates and weight, and a 
number of bills should be examined in any event It 
is important for the auditor to see that all freight 
paid on f . o. b. destination shipments has been deducted 
from the vendor's invoices. JShipments on which freight 
has been prepaid by the consignor must also be care- 
fully investigated. 
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Pactoby Costs 

In manufacturing plants having cost systems it 
becomes the auditor's duty to acquaint hinoself with 
the system in use and, if possible, to reconcile any 
differences that may exist between the oosta as recorded 
by the cost department and those included in the 
general accounts. A cost system that can/not he tied 
up with the general hooks is of little value. A cost 
system must report the actual costs of all labor, 
material, and such overhead as is accurately determin- 
able or paid, and tiie general books must be brought 
in line therewith. The overhead, based upon estimates 
including items like depreciation, must be furnished to 
the cost department by the general accounting staff, 
and the costs must include these estimates. A double 
cooperation of this kind should make the costs per 
general books agree with the costs shown in the cost 
department. 

It is not within the province of this work to out- 
line a proper cost system, nor to discuss the methods 
by which the records of a cost department may be 
tied up with the general books; but it is our duty to 
remind every auditor engaged in auditing a manu- 
facturing business where a cost system is employed, 
that his task cannot be considered complete or worth 
much unless he makes a thoro examination of the 
cost system and its relation to the general accounts. 
If the two are at variance in their expression, a 
reconciliation must be established so that true costs 
may be recorded in the auditor's statements and on 
the books of his client. 

Whether a cost system exists or not, it is the 
auditor's duty to verify all the accounts affecting 
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costs of operation and to analyze them properly. This 
is important not only with reference to the cost 
acconnts themselves, but in connection with the valu- 
ation of inventories of goods in prooess and of fin- 
ished stock. Methods of verifying these inventories 
have been diseassed previously. The auditor should, 
of course, give his client whatever constructive advice 
is necessary with reference to cost systems and their 
relation to general accounting. 

Bad Debts 

This item of expense is so common that little com- 
ment is necessary. The Bad Debt Account either may 
represent the amount reserved for bad and doubtful 
accounts, or may be the sum of bad accounts actually 
written off during a period. In the latter case there 
would probably be no Reserve Account, altho there 
might be instances where accounts were charged off 
rather than to the reserve to take care of special 
cases not covered by the reserve. An account should 
not, as a rule, be charged off until it has been reduced 
to uncoUectible judgment or until a report of its entire 
unooUectibility has been received. Until an account 
has been proved absolutely uncollectible it is advisable 
to carry it in a suspense ledger, in order that it may be 
kept in mind and followed up and also in order that 
additional shipments may be prevented. Suspense 
accounts must be fully reserved for, but should be car- 
ried as an asset until proved bad; at that time they 
should be charged off against the reserve, or to bad 
debts if no reserve is carried. 
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THS AKAXiTsn oi* Aooaimm 

The amount of analysis work to be performed by 
the auditor depends almost entirely upon the elaasi- 
fication of acoonnts maintained by the client Many 
concerns thru the use of analysis ledgers, or sheets, 
make a very detailed analysis of their accounts accord- 
ing to accepted classification principles. In such cases 
the auditor needs only to verify the analysis by inspect- 
ing the vouchers or other sources on which the 
analysis is based. A great deal of care must be used 
to see that the segregation is proper, but tests will 
usually suffice. The internal control is generally ade- 
quate and sufficiently intelligent so that proper analysis 
may be secured. 

Where, however, there is little if any attempt at 
correct classification or analysis, the auditor may have 
to go to very great lengtiis in order to secure a 
properly segregated or analytical statement of income 
and expense. He may even find that the assets and 
liabilities need to be analyzed in order that they may 
be properly grouped in his balance sheet The follow- 
ing outline will suggest the segregation or analysis 
of representative . balance sheet and profit and loss 
accoxmts: 

AfiSErns 
1. Gash. 

(a) Cash in bank. 

(b) Cash on hand or in Petty 0«sh Fond. 
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(c) Cash held as deposits. 

(d) Working Funds and Travelers* Funds. 

2. Notes Receivable. 

(a) From customers. 

(1) Age analysis of past due notes. 

(2) Renewals. 

• (3) Current and not due. 

(b) From officers and employees and their status. 

(c) Notes Receivable discounted. 

(d) Notes out for collection. 

(e) Notes held for other purposes. 

(Lists of securities held as collateral.) 

3. Accounts Receivable. 

(a) Customers' accounts (analyzed according to age). 

(b) Accoimts of officers and employees. 

(c) Miscellaneous Accounts Receivable. 

(d) List of probable discounts. 

4. Reserve for Bad and Doubtful Accounts. 

(a) Amount at beginning of period. 

(b) Amounts reserved during period. 

(c ) Accounts charged to reserve during period. 

(d) Reserve at end of period and basis of construction. 

5. Inventories. 

(a) Raw materials, by classes if possible. 

(b) Stock in trade (in case of retailers and wholesalers) 
by classes. 

(c ) Goods in process and basis of valuation. 

(d) Finished goods by types. 

(All to be tied up with purchase and production 
records.) 

6. Investments.^ 

(a) In the securities of subsidiaries. 

(1) Date of securities and their nature (stocks or 
bonds). 



> If any securities are out as coUateral, this fact should be recorded. 
The income from the securities should always be related to the inyest- 
ment* accounts. 
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(2) Total securities issued by subsidiary and per- 
centage held by client. 

(3) Dates acquired and price paid 

(4) Accrued or total income derived or to be de- 
rived. 

(b) In outside securities (bonds or stocks). 

(1) Dates and maturity. 

(2) Interest rates. 

(3) Interest received and accrued or last dividend 
received. 

(4) Market value. 

(5) Excess of market value over book value or vice 
versa. 

(6) Movement of securities during year (thru sales, 
new purchases, or otherwise). 

(7) Balance at beginning of period; purchases or 
sales and balance at end. 

(c) In a company's own stock or securities. 

(1) Dates acquired and price paid. 

(2) Securities donated and basis of valuation. 
Fixed Assets. 

(a) Land by parcels as originally acquired and additions. 

(1) Changes due to appraisal or revaluation. 

(2) Sales. 

(3) Balances. 

(b) Buildings. 

(1) Various classes and their values at beginning 
of period. 

(2) Depreciation rates. 

(3) Amoimts of depreciation. 

(4) Additions or sales. 

(5) Loss or gain on sales. 

(6) Adjustments to Reserve for Depreciation. 

(7) Balance at end of period. 

(c) Machinery or Equipment. 

(1) Factory equipment and machinery by buildings 
or departments (values at beginning of period). 
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(2) Depreciation rates. 

(3) Amomits of depreciation. 

(4) Obsolescence during year. 
(5), Additions or sales. 

(6) Loss or gain on sales. 

(7) Adjustments to Beserve for Depreciatioiii or be- 
cause of revaluations. 

(8) Balance at end of period. 

(d) OfBce Furniture and Fixtures (treated as above). 

(e) Power Plant and Equipment (treated as above). 

(f ) Warehouses (treated aa above). 

8. Goodwill, Patents, Trade Marks, etc. 

(a) Basip of valuation and beginning balance. 

(b) Bates of depreciation and amounts of depreciation 
(if any). 

(c ) In the ^ase of goodwill, how acquired. 

9. Deferred dharges or Expenses. 

(a) Insurance. 

(1) Record of policies by numbers, companies, and 
amount. 

(2) Amount of premiums paid and charged to Pre- 
paid Insurance. 

(3) Amount unexpired. 

(4) Balance charged to Insurance Expense. 

(b) Interest. 

(1) Date of loans. 

(2) Interest or discount rate. 

(3) Due date. 

(4) Amount prepaid at end of period. 

(c) Miscellaneous prepaid or deferred items. 

(1) Advertising (basis of deferring). 

(2) Catalogs (inventory reconciliation). 

(3) Bond discount (basis of deferring). 

(4) Organization expenses. 
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TilABTTJTIBB 

1. Notes Payable. 

(a) For loans. 

(1) Dates of notes. 

(2) Due dates (with notation on past due or re- 
newed notes). 

(3) Amount. 

(4) Bate of interest. 

(5) Interest paid and payable (or accrued). 

(6) Collateral (if any). 

(b) For purchases or on contracts (same analysis as 
above). 

(c) To officers and employees (same analysis as above 
with additional notes on character of the notes and 
why given). 

2. Accounts Payable. 

(a) For purchases, etc. (analyzed according to age; esti- 
mate of discounts). 

(b) Accounts of officers and employees. 

(c) Miscellaneous Accounts Payable. 

(d) Accrued accounts. 

(1) Wages, salaries, commissions^ etc 

(2) TaJLes. 

(3) Interest. 

(4) Miscellaneous accroals. 

3. Bonds and Mortgages, 
(a) Bonds. 

(1) Date of issue. 

(2) Due dates. 

(3) Amounts of issues. 

(4) Interest rates. 

(5) Total amount of interest to be charged to period 
divided into amount already paid and amount 
accrued. 

(6) Trustee. 

(7) Sinking fund requirements and practice. 

18 
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(8) Security. 

(9) Mortgage recorded at 

(b) Mortgages. 

(Practically same analysis as for bonds.) 

Bjbsbbvbb 

1. For Depreciation. 

(a) Buildings, machinery, equipment, etc. 

(1) List of buildings, machinery, etc., or in groups 
according to their uses and construction. 

(2) Balance reserved for each at beginning of 
period. 

(3) Bates of depreciation. 

(4) Amounts of depreciation reserved during period. 

(5) Replacements and renewals charged during 
period under each group of assets. 

(6) Supplementary: 

(a) Repairs and maintenance charges during 
period on each group. 

(b) Total upkeep charges (the sum of deprecia- 
tion reserved and repairs). • 

2. Special Reserves (analysis dependent upon the nature 
of each). 

Net Woeth 
1. Capital Stock. 

(a) Total authorized (shares and par value). 

(b) Total issued (shares and par value). 

(c) Amount in Treasury (if any) and consideration 
therefor. 

(d) Distribution of shares. 

(1) Outside investors. 

(2) Officers and department heads. 

(3) Employees. 

(e) Basis of distribution. 
(1) Sales for cash. 

(a) At par. 
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(b) At premium. 

(c) At discoimt. 

(2) In exchange for property or intangibles. 

(3) As bonuses or under profit sharing arrange* 
ments. 

(4) Stock dividends. 
2. Surplus. 

(a) Balance, beginning of period, and composition^ 
thereof. 

(b) Adjustments or changes during period and nature 
thereof. 

(c) Surplus net profits for period (as substantiated by 
profit and loss statement). 

iNOOfiog 
1. Prom Sales or Trading. 

(a) Sources and distribution (arranged by classes or 
types of product or departments). 

(b) Sales by sales territories or by salesmen. 

(c) Sales by branches. 

Cost of Sales 
Manufacturing Costs. 

(a) Materials (including ''in freight" and storing 
charges). 

(b) Direct labor. 

(c) Factory overhead. 

(1) Indirect labor. 

(2) Light, heat, and power. 

(3) Repairs and maintenance. 

(4) Depreciation. 

(5) Insurance. 

(6) Tazbs. 

(7) Superintendence. 

(8) Manufacturing supplies. 

(9) Other overhead. 

(Notes on system in use.) 
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2. Trading Cocrts. 

(a) Begimung inventories by dasses of articles. 

(b) PnrchaseB daring period (by clajnes) including ''in 
freight'' and handling chaises. 

(c) Inventories at end of i>eriod (by classes). 

(d) Gost of sales (by classes and departments). 

Selling Expenses 

L (General Sales Office Expenses. 

(a) Sales manager's salary and expenses. 

(b) Selling department sdaries and expenses. 

(c) Portions of general expenses chargeable. 

(1) Telephone and telegraph. 

(2) Postage. 

(3) Depreciation, insurance, and taxes on pcHrtion of 
office building and office furniture and fixtures. 

(4) Light, heat, etc. 

(5) Depreciation or loss of samples. 

(6) Office stationery and supplies. 

(d) Miscellaneous. 

2. Road Selling Expenses. 

(a) Salaries of road salesmen. 

(b) Expenses of road salesmen. 

(c) Segregation of expenses by territories or by sales- 
men to be used as a basis for estimating selling costs 
of sales made in territories or by each salesman. 

(d) Sample expense. 

8. Branch Selling Expenses. 

(a) Salary of branch manager. 

(b) Salaries and expenses of branch salesmen. 

(c) Office expenses of selling branch (including rents, 
or depreciation, taxes, and insurance if building is 
owned by company). 

(d) Portion of general selling office expense (if pro- 
rated). 

(e) Portion of advertising expense. 
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(f) Total branch selling expenses (related to brancli 
sales accounts). 
4. Advertising. 

(a) By catalogs. 

(b) Newspapers and periodicals. 

(c) Billboards. 

(d) Advertising material placed with salesmen or 
branches. 

(e) Advertising expense related to various daises sold. 

(f ) Territorial advertising. 

(Advertising costs generally should be related to 
sales by types of product, to territories, and to 
mail order sales.) 

AinaNiSTRATioN Expenses 

L Executive Salaries (by departments). 

2. Cilerical Salaries (by departments). 

3. General Office Expenses (by departments). 

(a) Postage. 

(b) Telephone and telegraph. 

(c) Office supplies and stationery. 

(d) Depreciation, insurance, and taxes on porti(Xi of office 
building and furniture and fixtures. 

(e) Light, heat, etc. 

(f) Miscellaneous. 

4. Credit and Collection Expense. 

(a) Salaries. 

(b) Expenses. 

Intbbbst and Discount 
Ir On Loans. f 

(a) On account of loans discounted. 

(b) On demand loans. 

(c) Total interest paid or accrued (to be tied up with 
Notes Payable Account )-> 

2. On B(mds (to be related to Bonds Payable Account). 
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It is far from our intention to propose the foregoing 
outline either as all-inclnsive or as adaptable to every 
type of business. Our object has been merely to 
snggest the wide range of possibilities in connection 
with the analysis of a few representative aoooimts 
sueh as may be found in almost any manufacturing, 
retail, or wholesale establishment Analysis is neces- 
sary. Without it the auditor cannot prepare an intel- 
ligent statement of a concern's operation nor can he 
interpret the tendencies of these operations. Analysis 
also reveals the errors in the classifications and ujicov- 
ers many items which were either intentionaMy or 
unconsciously buried; it indicates the errors of com- 
mission and of principle. As a mechanical feature, 
the analysis of the accounts does away with the 
need of verifying the ledger footings, for the sum of 
the various segregations appearing in the analysis 
should agree with tiie ledger footings. 

The auditor will find the use of thirteen-oolumn or 
even larger analysis paper very convenient and ade- 
quate. The essence of the analysis is primarily to 
show the component elements of the accounts, and 
to bring out clearly as one total the amount which 
is being used by the auditor in either his balance 
sheet or profit and loss statement. In other words, 
the analysis of each account should tie up with the 
figures used in the statements. 
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CHAPTER XXIV 

THE HBOHAinOAr OR DETAIL SIDE OT AN AUDIT 

The mechanical work in an audit embraces the veri- 
fication of footings and postings, and vouching. The 
extent of this detail work will naturally be determined 
by the condition of the accounts examined and by 
the systems in use. 

Footing 

As a rule the following books and records should 
be footed by the auditor or his assistants » 

1. Cash book (or cash receipts record and check register). 

2. Voucher register or purchase record. 

3. Return and allowance records for both sales and pur- 
chases. 

4. Sales journals or records. 

5. General journal (if there are postings from totals). 

6. General ledger accounts. 

7. Accounts receivable ledger accounts. 

8. Accounts payable ledger accounts (where the voucher 
register has not eliminated the accounts payable ledger) . 

9. A number of pay rolls. 

10. Petty cash record. 

11. Cost records (if tied up with the general books). 

It is usually unnecessary to foot all of the books 
included in the above-mentioned list, but fairly exhaus- 
tive tests should be made so that several months of each 
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period will be covered. In some inHtances the footings 
can be verified by totals and no detailed footing will be 
necessary; this procedure may be adopted in proving 
the total footings of the cash records wherever all 
receipts are d^)osited intact in the bank and all dis- 
bursements are evidenced by ch^s drawn on the 
bank. The total receipts per cash book may, in that 
case, be proved by the use of the following table: 

Deposits per bank statements $ 

Deduetr— Deposits credited by bank at beginning of period 
entered on books prior thereto 



Add: 

Deposits entered on books during period (near 
end) credited by banks sabseqnently . • 

Cancelled checks written back into receipts 
as offsets to disbursements bnt not issued 
or else not used by payee 



Total receipts record footings |.. 

The total disbursements per cheok register may be 
proved by nsing the following, formula: 

Disbursements per bank statements $ 

Deduct— Checks issued prior to beginning of period (out- 
standing at that time) cashed by bank during period 
(hence included in bank's statement of checks withdrawn) 



Add: 

Checks issued toward end of period (outstand- 
ing) not cashed by bank during period but 
entered in check register 

Checks written but cancelled prior to pres- 
entation to bank 

Total check register footings 
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Checkikq Postingb 

Posting is entirely confined to the ledgers, as the 
ledgers represent the final lodging place for all accounts 
of subsidiary records. The ledgers referred to are 
the general ledger, the accounts receivable ledgers, and 
the accounts payable ledgers. Postings to the general 
ledger come from the following reeords: 



1. Cash receipts. 

2. Cash disbursements. 

3. Petty cash book (in some instances). 

4. General journal. 

5. Sales journal. 

6. Voucher register or purchase record. 



If all postings come thru self -balancing records and 
chiefly from the totals in sudi records, the matter 
»of checking these into the general ledger is quite 
simple and should consume little time. Where, for 
example, a voucher register is u^ed to record all 
payables of every description and where controlling 
colunms are used, there will probably be only a few 
individual postings to the general ledger. These will 
be only those appearing in the Sundries or the General 
Ledger column of the voucher register; all other 
postings would represent monthly totals of the various 
controlling account columns. Where, in contrast, gen- 
eral ledger accounts are charged directly from l^e 
cash book or check register or thru other media, the 
amount of posting is greatly multiplied and the audi- 
tor's task of checking them much enlarged unless colum- 
nar analysis is provided. 
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Ordinarily postingB to the general ledger should 
be ohe<^ed from the source entry to tiie ledger; in 
many cases, however, it may be found easier to 
check from the ledger to the original entry, thereby 
enabling one to take each account in the ledger con- 
secutively and to cHieck it out completely before going 
to the next account. Such procedure will also remove 
the danger of any of the oflSce force tampering with 
the auditor's ticks or of ticking accounts not examined. 
It will only be necessary for the auditor to make a 
note book memorandum of the last ledger aoeoxmt 
checked at the close of each day or whenever the ledger, 
being required by the client ^s bookkeeper, must be given 
up for the time being. 

' The postings in the accounts receivable ledgers come 
from the sales journals or the sales books, the oaah 
receipts records, and the allowance and return journals. 
These postings should be fully tested by the auditor. 
Special attention should be given to the credits for 
aUowanoes and returns and to payments on account 
rather than for specific invoices (as already heretofore 
indicated). The amount of work to be done by the audi- 
tor will here, as in almost all cases, be determined 
largely by the system of accounts in use and by the 
extent of internal control and che<^. 

If an accounts payable ledger is in use, the postings 
thereto will come from the invoices, the purchase record, 
or the allowance and returns journal. Where a voucher 
register is used and where the accounts payable ledger 
has been abandoned, it will be necessary for the auditor 
at least to test extensively the paym^its recorded 
against the vouchers and all journal adjustments which 
will affect both the individual vouchers and the con- 
trolling general ledger account 
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VouoBONa 

The vondhing for disbursements dud the examination 
of the vouchers have already received full considera- 
tion. It is to be constantly borne in mind that the 
essence of vouching is to verify the distribution, and 
to make sure that all payments are for the specific 
purposes indicated either by the payment or by the 
voucher, and that the check or the cash issued is to the 
party designated by the voucher or the bill aa the case 
may be. 

Nothing as yet has been said of certain subsidiary 
books, records, or even correspondence whidi should 
be drawn upon to verify entries in so-oalled ** books 
of record." For example, tho pay rojls api>ear on 
the voucher register for distribution, or in the cash 
book, they should be compared with the pay roll books 
or records themselves; allowances and returns should 
be checked against the original authorizations, cash 
receipts, to a certain extent, against the remittance 
correspondence file, and payments, against outgoing 
remittance letters when not supported by a voucher 
system. Sales may in some instances have to be com- 
pared with shipping records, and purchases with the 
receiving and the storekeeper's files. General journal 
entries affecting general ledger accounts should be 
supported by the proper oflBcial's authorization or 
by journal vouchers which bear the proper approval. 
All this work is really checking postings, for the 
books of record do not contain the original entries. 
Many important irregularities have been discovered 
by going beyond the books of record and by investigat- 
ing the very first entries of transactionB, even tho 
these may have befen in memorandimi form only 
and were not tied up with the regular books. 
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AUBR OV nflBOTATi BUUHSSS TTPBi 

Public Sebvigb Compakibs 

Ever sinoe the creation of the Interstate Commeroe 
Ccmimission in 1887, government control and regular 
tion of pnblic utilities have greatl7 increased, not 
only thru the larger powers given the Oonmiission 
in 1906, but as much by the growth of state regular 
tion of corporations of this kind operating purely 
within state limits. The amendments made to the 
Interstate Commerce Act in 1906 extended the powers 
of the Commission so that now steam railroads^ express 
companies, sleeping car companies, certain water car- 
riers and pipe lines, electric railways, telephone com- 
panies, and other concerns whose activities are inter- 
state are under Commission roles. Wisconsin, New 
York, Massachusetts, Illinois, Maryland, and quite a 
number of other states now have public service com- 
missions, which regolate rates, provide classification 
of accounts, grant franchises, pass upon bond or sto<^ 
issues, and control to a greater or less degree the 
internal operations of the various state public utilities. 

In auditing the accounts of any public utility com- 
pany, the auditor serves not only the corporation; 
he stands between the corporation and the public, and 
it becomes his duty to see that the corporation car- 
ries out fully the provisions of sta*te or national laws. 
If he has not already done so, it is imperative that 
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he beoome fully acquainted with the laws and oam- 
mission rules affecting ihe particular case under investi- 
gation. If careless at all, he is not performing his 
duty as a professional man or as a dtizen. He 
should reveal all acts in any way contrary to law or 
public welfare. 

Bailboads 

The latest classification of accounts laid down by 
the Interstate Commerce Commission for steam rail- 
roads is sound from the public accountant's point of 
view. Thruout an audit, therefore, the compliance 
with classification rules must be checked and every 
charge to capital or income carefully scrutinized. The 
verification of income is of equal importance* 

The principal income of railroads consists of pas- 
senger and freight earnings. Revenue from passenger 
traffic comes almost entirely thru local agency ticket 
sales; a small amount comes from cash fares collected 
by conductors. The report of tickets sold by station 
agents, which reports should radicate ticket numbers 
and destination, must be accompanied by the cash 
collections or receipted deposit slips (if local bank 
accounts are maintained) and should be compared with 
the cancelled tickets turned in subsequentiy. Such 
checks are adequately provided in the department of 
the auditor of receipts; accordingly the public account- 
ant may confine his verification to a number of exhaus- 
tive tests; the simi of cancelled tickets, unused tidcets 
returned for refund, and tickets sold at stations, 
outstanding at the end of any period, should agree 
with the station agent's report of tickets sold. Since 
an audit generally occurs at a time suffidentiy subse- 
quent to the dose of a period, the uncancelled or 
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outstanding tickets can as a role be readily verified; 
they are generally in before the audit is completed. 
All tickets of whatever desaription should be ntun- 
bered consecutively in series, in order that they may be 
readily accounted for; in fact, this feature may almost 
be reduced to a ticket inventory basis, the station agent 
being charged with all tickets issued to him and held 
accountable for them in his station reports. The 
cancelled tickets will form the final check on the 
amounts collected at the stations. 

Interline accounting systems must be carefuUy inves- 
tigated by the auditor. A company collects a great 
many tickets issued by other roads and, of course, 
issues many tickets collected by other roads. In the 
one instance it has a claim, in the other it has a 
liability. The station agent's report should therefore 
indicate all tickets sold to destinations on other lines 
and should be accompanied by the duplicates, or other 
evidences thereof, so that the home office may at once 
record its liability to the other road. Payments for 
interline claims should not be made until the cancelled 
tickets have been returned and checked against the 
station agent's reports and duplicates. The auditor 
should verify all outstanding claims against other lines 
by requesting their certificates; he should verify the 
amounts due other roads in the same way. 

The income from freight traffic is the largest item 
of revenue. This account is to be constructed, as 
in the case of passenger income, from the reports 
of station agents indicating the freight received and the 
freight forwarded. These reports must be tied up 
with the cash collections, the way bills, and interline 
references. The auditor cannot hope to check all 
tiiese reports in detail, but he must examine the sys* 
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tern of internal ch^ek tihoraly so as to nuike sure 
that an eff^tive control is maintained by the head 
office over all the station agents and any others Handling 
the funds of the company. The agents' accounts ought 
periodically to be' audited by traveling auditors or 
by professional accountants. Uncollected items in the 
agents' accounts deserve very dose scrutiny, and any 
old or suspicious looking balances carried by the agents 
must be run down. All accounts with agents per 
general books must be reconciled with their reports. 

In analyzing or vouching the disbursements, the most 
vital feature to be observed by the auditor is the 
correctness of the charges with reference to Capital 
or Operating accounts. Charging construction costs 
to Maintenance will inflate expenses and consequently 
profits will appear small and secret reserves will result; 
Li the same time such a condition might lead to agi- 
tation for rate increases which, if granted, would 
fleece the public. The error of charging maintenance 
expense to Capital would inflate profits and would 
be damaging to the stockholders. All capital and 
construction accounts should therefore be carefully 
analyzed by the auditor; on most roads, there are 
specific construction departments which are separate 
from the divisions engaged in maintenance work. This 
separation of functions has considerably improved the 
situation from the accountant's view. 

Electbio Boads 
Eleotric roads are readily classified as follows: 

1. Interurban lines. 

2. City street railways. 
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The accounts of the two vary considerably and their 
sonrces of revenue are quite different Street rail- 
ways eome under the supervision of city laws and 
state conunissions. Interurban roads may come under 
both of these, and if they carry on interstate traffic 
will be subject to Interstate Commeroe Commission 
regulations. The activities of interurban lines are 
coming to resemble more and more those of the steam 
roads; the only marked differences are in the motive 
power, the rolling stock, and the variety of sources 
of income. The interurban lines carry freight, they 
act as agents for the express cooipaniee, they oarry 
passengers and maintain regular stations for the sale 
of tickets and the convenience of the public. Besides, 
the mterurban lines in many localities own and operate 
amusement parks; they sell electric light and power 
and obtain revenue from advertising space let in cars. 
This larger field of operations perhaps makes the audit 
of interurban electric roads somewhat more complex 
than the audit of steam road accounts. Moreover, only 
those roads coming under the supervision of the Inter- 
state Commerce Commission or of state commissions 
have adopted accounting systems and classifications 
prescribed by law; the result has been that quite a 
number of electric railways have not provided them- 
selves with adequate accounting systems, such as are 
found in the case of steam roads. 

In any audit it will therefore be necessary to gain 
familiarity with the classification of accounts in use 
and with the accounting system generally. On roads 
with short runs, where no stations are in use, the 
income from fares is tabulated from the conductor's 
traffic sheets. These sheets indicate the cash fares, 
the tickets, and the passes collected on each run. This 
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same procedure is followed by city railways. The 
auditor should loake a thoro test of the traffic sheets 
by comparing them with the daily smmnaries and 
the cash book entries. Incidentally, this test wUl also 
afford a proof of the conductors^ and the motormen^s 
pay roll; no names should appear on the pay roll unless 
there are traffic ^eets bearing the same names. Since 
every conductor is accompanied by a motorman, the 
pay roll for motormen can be checked simultaneously. 
Traffic sheets should be on hanid for every day of 
the year and any omissions must be thoroly investi- 
gated. Of course, (Hnissions are possible; the line 
may have broken down, heavy snowfalls may have 
made traffic impossible, or strikes may have prevented 
operations. Receipts from the sale of tickets may 
be verified more readily than in case of steam roads 
because there are no interline sales. In many instances, 
where the tickets are numbered consecutively in series 
according to destinations, the income can be verified 
by taking the difference between the first and the last 
numbers of each series issued and multiplying the 
result by the rates applicable from point of origin to 
destination. Such a total check is very effective, and 
as a rule will be complicated only by tickets in the 
hands of conductors that are unsold or unaccounted 
for. However, if daily checks exist on tickets issued 
to conductors, a reconciliation account can readily be 
prepared and the income verified. 

The income from ticket sales at stations of the 
larger interurban lines should be verified by the same 
methods used in the audit of steam road accounts. 
Income from freight traffic must also be treated in 
the same way. Miscellaneous income from amuse- 
ment parks, car advertising, and the sale of scrap 
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must receive special attention. Madi of this inoome 
is irre^lar or seasonal, and it should therefore be 
thoroly safeguarded. The income from amusement 
parks consists, as a rule, of leased privileges which 
are paid in the form of rent; all the rental contracts 
must be scrutinized and the income compared there- 
with. Gate fees are rare in connection with these 
amusement parks, but, where a road charges axlmis- 
sion, the turnstile records or ticket numbers should 
afford an ample check. 

Probably the most important feature in the audit 
of electric railway accounts is the verification of 
, expenditures, especially with reference to their distri- 
bution as between capital and income. Frequently 
purchases for maintenance and construction are iden- 
tical and therefore it is difficult to distinguish them. 
Some companies follow the practice of charging all such 
purchases to a Suspense Account, awaiting an author- 
ized report from the proper department as to the 
final disposition, that is, as to whether the material 
was used for repairs and maintenance or for new 
construction. Some companies maintain fairly well- 
developed construction cost records, and in such cases 
the auditor can more readily verify the construction 
charges. Where detailed cost records are lacking, 
the absolute verification of these charges is practically 
impossible. In such cases very thoro inspection must 
be made of the contract file, tiie pay rolls, and what- 
ever stores records are available. A fair total check 
may be obtained by a comparison of operating expenses 
per car mile with the same expenses of prior periods. 
If these expenses decrease considerably, there is justi- 
fication for suspecting that operating or maintenance 
charges have been capitalized. The comparison can 
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then be made in more detail so that the differenoes 
mjBj be allocated to certain acconnts; an analysiB of 
the latter will generally reveal the errors. The audi- 
tor should also give the proper advice with reference 
to the need for adequate cost records and ledgers; 
these may be operated at very little expense, and can 
readily be controlled thru the general books. 

Proper amounts of depreciation should be provided 
for all operating property, even tho the company may 
have fallen into the error of thinking that their fran- 
chise values increased sufficiently to offset any depre- 
ciation. The charge of depreciation into operations 
and the consequent recovery thereof thru revenue is 
the factor which will procure funds for the rehabili- 
tation of the company's property. The increase in 
franchise values, even if evident, will never secure 
these funds unless the franchises are actually sold. 

Certain portions of reconstruction charges may be 
capitalized, even tho they might ordinarily be <diarged 
against the depreciation reserve. Where the recon- 
struction actually enhances the revenue producing 
power, the expess of reconstruction over original cost 
may rightly be capitalized. It is conservative policy 
to treat reconstruction of run-down properly pur- 
chased as a capital investment — especially if the expen- 
ditures will produce additional revenue and if proper 
-i^fpreciation is provided and charged against the reve- 
nue accruing therefrom. 

Quite a number of street railways and interurban 
lines sell coupon tidsets or books; some cities sell six 
tickets for a quarter or twenty-five for a dollar. 
Tickets sold in quantities are, as a rule, not redeemable; 
hence there is little reason /or considering the unused 
tickets as a current liability. Moreover, the out- 
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standing unused tickets would probably be very nearly 
the same between periods ; consequently a proper check 
of the tickets sold and of the income derived therefrom 
should suffice from an accounting standpoint Where^ 
however, coupon books are redeemable if not used 
wholly or in part, the company should at least carry 
a memorandum account covering the contingent lia- 
bility. If more elaborate control is desired and it 
has been found that redemptions are considerable, 
the coupon books sold should be set up as a IjalHlity 
and the latter account translated into income as the 
cancelled coupons are received. 

Income from advertising in street cars and stations 
is, as a rule, easily susceptible of verification, because 
the advertising spaces are generally sold or leased 
to advertising agencies for specific amounts under 
contract If the company itself rents out advertising 
space, the contracts should be carefully inspected and 
the advertising spaces in the cars and stations should 
be inventoried- Unused spaces should be properly 
accounted for. As a rule, the advertisers themselves 
see to it that the spaces they engage have been fully 
used; therefore an actual inventory of spaces utilized 
will reveal any irregularities. The revenue should, 
of oourse, be checked against the rates. 

Damage suits against street railways and interurban 
lines are common, and it becomes the auditor's du^y 
to determine the status of these suits. Proper reserves 
or liabilities must be provided; the entire expenses 
of litigation must be ascertained; a&d, if necessary, 
the company's attorneys should be interviewed or writ- 
ten to in order to determine the extent of unsettled 
claims and the fees payable. The larger companies 
maintain their own legal or claim departments and, 
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in such cases, fhe depaxtments themselves will yield 
all necessai^ information. Threatened snits mnst be 
as carefully covered as those actually in litigation. 
It is advisable, where the practice is not already fol- 
lowed, for the auditor to recommend the establishment 
of an accident or damage daim reserve account based 
upon established percentages of these expenses to openir 
tions. The reserve must, of course, be ample to. meet all 
ordinary contingencies of this nature. 
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Avmx or wvmatAL B u s nt m nrnv (OmM) 
Telephonb Companies 

In most of the states, telephone companies have 
passed nnder the jurisdiction of public service com- 
missions; these regulate the rates and the nature of 
service expect^, and in many instances have proposed 
account classifications. These conditions appreciably 
facilitate the auditor *s work. 

The income of telephone companies may be divided 
into the following classes: 

1. I40cal service revenue. * 

2. Long distance calls. 

3. Income from investments. 

4. Miscellaneous Income from rentals of property, sale of 

scrap, telephone directory advertising, etc. 

A clear distinction should be observed between local 
exchange income and long distance tolls, and the 
expenses chargeable should be accurately distributed 
or proportioned between them. 

Income from local service is recorded in the con- 
tract ledger, which is ruled so as to provide for monthly 
charges for an entire year. The original charge to a 
customer is made in this ledger and is often a carbon 
of the actual bill mailed out to him. The totals are 
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transferred each month to the general ledger controll- 
ing accounts for customers' ledger and local service 
revenue. This form of ledger provides a means of 
carrying balances forward from month to month, so 
that a trial balance may readily be 'taken or verified. 
It will also show at a glance the current accounts as 
distinguished from the old accounts, thus aiding in 
the construction of an adequate reserve for doubtful 
accounts. 

The largest expenses by far in telephone companies 
are salaries and wages. The pay rolls must there- 
fore be thoroly checked. In large cities the number 
of switchboard operators alone runs into thousands. 
The pay rolls for these should be compared with the 
switchboard requirements in each exchange; each 
operator has charge of certain sections only, and a 
test check of this kind will very readily disclose any 
padding. As taxes form a considerable item of expense, 
the tax bills should be carefully examined. The auditor 
must also assure himself that the full liability for 
accrued taxes is included in the books. 

Income from the classified advertising section of the 
telephone directory must be verified. In some of the 
larger cities, where separate classified directories are 
issued, the whole advertising section is turned over 
to some advertising agency, the company receiving the 
income therefrom under contract stipulations; such 
contracts must be examined. When the company sells 
the advertising space itself, the whole revenue may 
be verified by making an inventory of the advertise- 
ments in each issue and multiplying the spaces or 
insertions by the rates applying to the various kinds 
of advertising. The revenue from public pay stations 
may be accounted for either by checking the call rec- 
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ords (or lists of calls received from these stations 
at the various exchanges) or, where slot boxes are 
nsedf by comparing the record of slot box collections 
with the call sheets at the receiving exchanges. 

The depreciation of telephone property is heavy. 
For the larger exchanges various state commissions^ 
including the Wisconsin railroad oommissiony allow an 
annual depreciation rate of 7 per cent; in tiie 
smaller exchanges a larger rate, ranging from 6 to 
10 • per centi is permitted. The auditor should 
see that the rates recommended by the commission are 
observed. Unusual charges for damages caused by 
storms may be partly deferred and should be equitably 
prorated during the period decided upon. The period 
of deferment should not be too long drawn out, because 
damages of this nature are of fairly frequent occurrence. 

Electbio Light and Powbb Companies 

The income of electric power and light companies 
consists of power^ light, and appliance sales. A new 
feature appears in connection with this type of public 
service company which has not been discussed before, 
namely, the manufacturing operations. There is natur- 
ally a dose relation between current manufactured and 
current sold, and the two should be reconciled as 
closely as possible. The enormous quantities of power 
generated and sold by the electric companies of the 
large cities make it almost imi>08sible to secure an 
entire reconciliation between production and consump- 
tion. The auditor can, however, make sufficiently 
exhaustive tests to eliminate to a very large degree 
the evil of tapping the current. The records of cur- 
rent sold as reported to the general office by the 



Digitized by 



Google 



Aiidit of Special Business Types 207 

meter-readers should always be compared in totals 
vnth the current production. 

The records of meter-readers are the basis for the 
charges to consumers^ as both the bills and the con- 
sumers' ledger are constructed from these records. The 
better form of ledger, now generally in use, provides 
one account on a page, instead of the horizontally 
arranged form where dozens of names appear on one 
page with the monthly charges and balances carried 
across the sheet The one name per page ledger 
eliminates the necessity of writing up each account 
at the beginning of each year and may be used for 
a number of years. The balances i)er consumers' 
ledger must agree with the controlling account and 
the entries should be compared in a number of iuBtances 
with the meter-readers^ records. 

The sales of appliances should be verified thru the 
inventories, that is, on a quantity basis as well as 
by values. A Perpetual Inventory Account should be 
kept with all the difiPerent types of appliances. The 
auditor should check the purchases of appliances into 
the inventory account He should add these to the 
beginning inventory, and should deduct from the sum 
of the two the inventory at the end. This will give 
at once the quantities of each type of appliance sold, 
and as the prices charged for these are publicly known 
or are prominently advertised by the company, no diffi- 
culty should be experienced in verifying the total income 
from this class of sales. 

The audit of the manufacturing accounts should 
receive very special attention and particularly with 
reference to depreciation of equipment The rates for 
depreciation should be high, because the element of 
obsolescence is quite pronounced ; it is commonly known 
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that some of the largest producers of electric power 
and light have been forced in recent years to throw 
out an enormous amount of equipment because of 
its obsolescence. We have been told by a large pro- 
ducer that this was also necessary in order to 
make a fair profit because of rate regulations which 
were based upon production costs under the most 
approved methods. 

Gas Companies 

The accounts of gas companies are similar to those 
of an electric company, and the problems confront- 
ing the auditor are therefore the same. 

There are, however, a number of elements peculiar 
to gas companies with reference to the manufacturing 
department. A company manufacturing coal gas sells 
not only the gas but the by-product — coke. Gas ooal 
of certain grades is supposed to produce fairly even 
quantities of gas measured in cubic feet and stored 
in gas tanks. The auditor should test both the quan- 
tities of gas produced according to these standards as 
well as the supply of coke, and by means of such 
verification of production he should be able (after 
applying beginning-and-end inventories) to come fairly 
dose to quantities which should be accounted for thru 
the sales. The gas once accounted for as having been 
produced and delivered to the gas tanks can from 
there, after making a percentage allowance for normal 
leakage, be quite accurately traced to the consumer or 
the consumption records. Any great variation between 
production and sales should be carefully investigated; 
tapping of gas mains is by no means an unusual crime. 
The offense can generally be traced thru the sub^diary 
local distribution meters. 
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Wateb Companies 

Water rates are usually fixed by the nmnber of 
rooms of a dwelling or apartment, by meter measure- 
ment, or on the basis of facilities used by the con- 
sumer (i.e., for hose faucets, kitchen faucets, and bath- 
room faucets). Privately owned companies generally 
resort to the meter rates, and municipally owned plants 
are rapidly adopting the same basis. The charges 
to consumers on a meter basis are treated in the 
accounts in the same way as in electric light, power, 
and gas companies, so that the auditor is confronted 
with the same records for recording income. Where 
flat rates are charged, the auditor must see that the 
company carries a liability on its books for the income 
not earned, flat rates as a rule being paid in advance 
during different periods of the year. 

Water rates take on the status of tax claims in the 
case of municipally owned plants, so that the loss 
from bad debts is very small. In many states a dtiim 
of this kind, if unpaid, becomes a lien on the property. 
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The mdit of ftnOTirial ingtitntJons, tho in many 
rMpecU quite simple as compared to other audits, 
is probably of far greater importance because of 
Uie relation of financial institnticMis to the pnblia It 
is, of coarse, true that aD industry must appeal 
to the pnUio for support. The manufacturer looks 
to the public to buy his wares, and so does the 
wholesaler and the retailer; but financial instituticMis ask 
for actual cash or the equivalent of cash. They wish 
either to conserve or to deal with the finances of 
the nation. Their manipulations and functions are 
so important that, if improjierly conducted, they may 
plunge a nation into a panic. This condition necessi- 
tates close governmental supervision in many cases 
and requires a hig^ degree of ability and care on 
the part of a jmblic accountant who may be called 
in to audit the accounts of such institutions. 

It ^ ill be quite impossible to cover more than the 
most important types of financial institutions in this 
discussion, and even within these limits we must 
confine ouraelves to generalities and essentials. The 
financial institutions to be discussed have therefore 
been limited to the following: 
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L Banks. 

National and federal reserve. 
State. 

Savings banks. 
Trust companies. 

2. Bond and stock brokers. 

3. Bnilding and loan associations. 

4. Miscellaneons financial institutions. 

KATIONAL AND FEDBRAL BESEBVE BANKS 

In making an eKamination of a national bank an 
auditor should not, except in the case of a special 
investigation, regard himself as engaged by the offi- 
cers or interpret his efforts as being directed by 
them; he should represent the board of directors, 
the stockholders, and the depositors. Incidentally, 
since national banks are under government supervision, 
he should view his work as supplemental to that 
of the national bank examiner's and in this way not 
only serve the government but arouse it to some of 
the important defects in governmental examinations. 

In auditing a bank of any kind the balance sheet 
accounts must first be considered. These accounts 
reflect the bank's stock in trade and fluctuate widely 
from day to day. The audit of the cash and securi- 
ties comes first, and the following procedure is 
recommended : 

1. Very few of the bank's officers and none of the employees 
should know of the audit. 

2. A sufficient number of assistants should be employed by 
the auditor so that every clerk in the bank handling 
cash or securities can be checked up simultaneously, as 
a safeguard, and in order to dispose rapidly of this 
portion of the work. (In order that the bank's activi- 
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ties may not be disturbed, the audit should be started 
preferably on a Saturday noon at closing, thereby 
permitting the auditors to work Saturday afternoon 
and night and all day Sunday, if necessary, to verify 
the cash and securities before Monday morning.) 

3. The first act should be the sealing of all the vaults 
wherein the securities are kept I 

4. The cash and securities in the hands of all the tellers ' 
and others must next be counted and in such a way 

that it is all counted simultaneously. This means a 
sufficient staff so that all the cages can be handled at 
once. They must not be taken up in rotation; when 
handled in rotation it is possible to transfer funds from 
tellers whose cash has already been counted and veri- 
fied, to other tellers who may be short. Either the 
cash count must be begun simultaneously in all cages, 
or all cash must be brought to one central point and 
treated as a unit. No access to the vaults should be 
permitted during the cash count. 

5. After all cash has been counted and the tellers' books 
verified, the cash should be placed in properly labeled 
receptacles and removed to 4;he vaults. Checks which 
are to go to the clearing house must be inspected as 
to their genuineness and a certificate for confirmaticm 
inclosed in each clearing house envelope, which the 
clearing house should be requested to mail directly to 
the auditor in a stamped envelope addressed to him- 
self. The certificate should confirm the checks sent to 
the clearing house and give detailed information as 
to any checks returned unpaid. 

6. The securities and other papers in the vaults must next 
be eounted and properly segregated. A distinction 
should at once be observed between securities held as 
collateral for loans and the bank's own securities. The 
latter should agree with the general ledger account 
unless some of the securities are in the hands of cor- 
respondents; in the latter event the correspondents 
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should be requested to confirm direct to the auditor the 
amounts held by them. A certificate should also be 
requested of the United States Treasurer for bonds in 
his custody to secure circulation or local Federal deposits. 

7. In a federal reserve bank all rediscounted paper must 
be carefully examined and the local reserve members 
requested to verify the amounts of such rediscounts. 
In general this whole feature must be carefully exam- 
ined so that a strict compliance with the Federal Reserve 
Act may be observed. The collateral securities depos- 
ited must be clearly admissible, as provided by the act; 
and they must be very carefully inspected. The Federal 
Reserve Act and the rulings in connection therewith 
should be carefully studied by the auditor before he 
begins this work. 

8. Depositors' accounts form the basis of a bank's exist- 
ence, and some very thoro tests should be made of 
the balances in these accoimts. Most banks now render 
monthly statements to customers, the customers being 
requested to confirm the balances on a confirmation 
slip enclosed with the statement. The auditor should 
take this matter into his own hands and should call 
for all customers' statements. These should first be 
compared with the ledger balances and then mailed 
by the auditor himself, who should enclose his own 
confirmation certificate to be mailed direct to his office. 
Tampering with customers' accounts has been largely 
eliminated by the proper distribution of functions 
among bank employees. One who handles cash or 
securities is not given access to the customers' ledgers 
and, moreover, the ledger clerks are switched about 
frequently, thus preventing at least any extended 
manipulation of the accounts. The new ledger clerk, 
as a matter of self -protection, will make a very thoro 
inspection of the accounts before accepting responsi- 
bility for his predecessor's entries. A further iutemal 
check may be provided by employing a statement clerk 
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who compares the balances in the ledgers with the 
statement balances and who farther receives the cus- 
tomers' confirmations. 

The deposits and withdrawals for some time prior to 
the end of the audit period should be compared by 
checking the customers' confirmed statements with the 
ledgers. Any entries in a depositor's account other 
than for deposits and withdrawals should never be 
passed by the auditor without thoro investigatiim, and 
the proper authorizations for such entries must be pro- 
duced. The entries for deposits and withdrawals must, 
moreover, be compared with the receiving and paying 
tellers' records respectively. Such comparisons, altho 
they must be confined to tests, are very productive in 
exposing any irregularities. Checking the depositors' 
accounts in totals against the tellers' total records of 
deposits and withdrawals and the totals of clearing 
house, draft, and certified check records often reveals 
differences which may thereupon be localized. 
9. The Capital Stock Account per general ledger should 
be proved by reference to the stock certificate books 
and the stock ledger. All capital stock indicated as 
issued should be accounted for thru values or cash 
received. 

10. Loans to officers should be carefully examined and the 
collateral therefor subjected to the same scrutiny as 
other collateral. All overdue paper for loans to officers 
or others should be listed and its collectibility ascer- 
tained. The signatures of all note makers should be 
carefully examined and compared with any other signa- 
tures available. The financial statements of borrowers 
should also be inspected and a memorandum made of 
the extent of loans to companies in which bank officers 
and directors are interested as well as of the discount 
or interest rates extended to such companies. Collateral 

^ notes should indicate specifically the security pledged, 
and the assignment of these securities must be beyond 
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qnestion. The makers of unsecured paper- or of demand 
notes should be requested to confirm the amounts of 
their loans to the auditor direct; any payments on 
account but not recorded would thereby be discovered. 
Confirmations as to amounts and as to collateral security 
should also be requested from all other borrowers. 

11. The income from discounts and interest should be tested 
both as to amounts and as to rates. The income of a bank 
is not confined to the interest and discount charged 
its customers, since there is considerable income derived 
from its own securities. Proper reserves should be 
constructed by the auditor for unearned discounts, even 
tho it may not be the custom of the bank to do so; 
qidte a number of banks consider discounts earned as 
soon as notes for customers are discounted. 

12. A bank's expenses do not differ much in nature from the 
expenses of other business institutions. Salaries form 
the largest item, and these should be verified in l!he 
usual way from the pay rolls. Thoro tests should be 
made of interest paid on depositors' accounts, and 
proper receipts should be demanded for postage pur- 
chased. The expense accounts of bank officers should 
be carefully scrutinized and any unusual items reported. 

8TATB BANKS 

Quite a number of states have provided effective 
control over banks incorporated under state bank- 
ing laws. Wisconsin is probably the leader in 
this form of control, and is secnring satisfactory 
results. In that state the control begins with the 
regulations as to incorporation and continues while 
the bank remains in business by means of frequent 
examinations and by control of the bank's investments 
and loaning privileges. 

The audit of state bank accounts does not differ 
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from tlie audit of national banks except that the state 
laws and the state banking regulations must be studied 
by the auditor before he begins his work. The activi- 
ties of the management with reference to the connec- 
tion of their banks with their other interests must be 
carefully investigated. State banks have in some 
instances been incorporated as means for financing the 
incorporators' other business interests. A thoro exami- 
nation must be made with reference to the adequacy of 
the bank's reserves. 
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THX AUprr or SPSOIAIi BUSnikSS TTPES (Ckmt^d) 

Financial Institutions (Cont'd) 

SAVINGS BANKS 

There are so many inactive depositors' aooonnts 
in savings banks that the most importf^t task in 
an andit is the verification of depositors' balances. 
Many of these remain unaltered for months or years 
and the opportunity to conceal defalcations, thru the 
manipulation of such inactive accounts, is extensive. 
For the auditor there is here an imi)erative duty: 
He must secure confirmations from the depositors and 
must request that they be mailed to him direct or he 
must check the pass books as they are presented. 

Savings banks are subject to more or less restrictive 
legislation in the various states. Their investments 
are limited to certain forms of securities; in many 
states they do not discount paper or make unsecured 
loans. They are in this respect qtiite similar to trust 
companies; in fact, they are the conservators of the 
people's savings. Their assets must therefore consist of 
non-speculative investments, such as bonds and mort- 
gages. The auditor must examine these securities very 
carefully and verify the income from them. He should, 
in the case of bonds, determine their market values 
and their admissibility as investments under the law. 
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Any mortgages on real estate must be recorded and 
sufficient iuBuiance carried on the property. The 
insurance policies must, of course, be assigned to the 
savings bank. 



TBUST COMPANIES 

Trust companies act not only in a fiduciary capaxsity 
but operate safety deposit vaults, deal in real estate, 
make real estate loans, and buy and sell bonds. As 
trustees for bond issues their functions are limited 
to the collection and disbursement of interest on the 
bonds and to the enforcement of the stipulations con- 
tained in the trust indentures. As trustees for estates, 
it is their duty to submit to the beneficiaries proper 
statements of income collected and the expenses of 
adndnistration, and to pay over to the beneficiaries 
the net income or to invest it, as the case may be, 
according to the provisions of the trust agreement. 
The auditor must satisfy himself that the trust com- 
pany is fully complying with the terms of all their 
fiduciary contracts and that accounts to the beneficiaries 
and principals are regularly and properly rendered. 
All trust funds must be verified by actual count and 
inspection of the securities thus held, and from these 
the income payable to the beneficiaries must be verified. 
A trust company's income consists of commissions 
or fees from the trust department, commissions from 
the real estate department, rents from safe-deposit 
vaults, and profits from the sale of bonds. The income 
from all of these sources must be carefully tested. 
The operations of the bond department should receive 
rather detailed examination, esi)ecially in cases where 
entire bond issues are purchased to be offered for 
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sale to the public- Such purchases must be in safe 
investments and the auditor should examine generally 
all engineer's surveys, legal opinions, and public 
accountant's certificates and reports submitted in con- 
nection with the bond issue. 

It is praxstically impossible to verify the entire income 
and expenses of a large trust company in detail. The 
system of internal check and control over the accounts 
must, however, be satisfactory before an auditor may 
conclude that only tests will be necessary; the mere 
presence of volume is no excuse for making only tests 
of accounts. Tests are justifiable only where volume 
is accompanied by unquestionably effective internal 
audit 

The investments of trust companies must be actually 
counted and inspected by the auditor and all the income 
therefrom fully accounted for. It is advisable to count 
the securities at the very beginning of the audit 
and at such a time when the client will be least incon- 
venienced thereby. The importance of proper general 
ledger controlling accounts for the various depart- 
mental activities cannot be overemphasized by the 
auditor; each department ought to show a profit and 
should therefore, if conditions permit, keep its accounts 
on a proper basis. 

BOND AND STOCKBBOEEBS 

Bond and stockbrokers, as the name indicates, are 
primarily middlraien, altho in order to have working 
capital they themselves are as a rule heavy investors 
in securities which they buy and sell for use as col- 
lateral for bank loans. They buy for customers out- 
right, in which event the securities purchased* are 
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delivered, or they carry seearities for oastomers on 
margiiL The proceeds from sales of costomers^ seoori- 
ties are either r^nitted to the costomers or retained 
by the broker as deposit accounts if the customers 
so desire; interest is allowed the easterners on these 
deposit accounts and they are carried in practically 
the same way as regular bank deposits. 

Securities carried for customers on margin are not 
delivered, but are retained until the customer orders 
a partial or total sale thereof. The profit on the sale 
is then credited to the customer's account and the 
commission earned by the broker is charged When- 
ever the customer's marginal security falls below the 
number of points required, the broker requests addi- 
tional margin; if the latter is not forthccnning, the 
customer will be **sold ouf and the margin or a 
part thereof will be forfeited. The secarities carried 
for customers on margin are used by the broker as 
collateral for loans or are carried *4n the box'* until 
they are sold. As a result, the collateral on loans 
is constantly changing; therefore it is very important 
that a statement from the banks be secured immediately 
Fhen an audit is started. All loans (which are gen- 
erally demand loans) are recorded separately in a 
loan register and the list of bonds and stocks used 
as collateral for each loan is x^learly indicated. This 
list should be copied at once by the auditor and mailed 
to the bank for confirmation. The confirmation request 
should cover both the loan and the collateral 

Statements of customers' accounts (generally press 
copies) are mailed at the end of each month. They 
show the transactions for the month, the balances and 
securities long and short at the beginning and the end 
of the month, and the securities received and delivered. 
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An audit of stockbroker's aocounts should always 
start at the dose of a month's business so that the 
auditor may himself mail to the customers the press 
copies of their ledger aocounts and enclose his requests 
for confirmation. Before these are mailed an assistant 
must record from each customer's account the securi- 
ties long and short under the captions of the various 
securities as follows: 

CUSTOMERS' BALANCES 

HiBSOUU PAcmo 5'a 
Long Short 

John Smith 20 M Tom Brown 15 M 

Fred Jones 40 M 

etc, etc. 

U. S. Steel, Commoit 
Long Short 

John Smith .... 10 shares Tom Brown ... 60 shares 
Fred Jones .... 100 shares 

etc.* etc. 

Simultaneously with the preparation of the long 
and short schedule from the customers' statements 
and the preparation of confirmation requests for bank 
loans and their collateral, the auditor and his staff 
must at once count all the cash and revenue stamps 
and check these against the general ledger aocounts. 
He must also, before the next day's transactions occur, 
examine and list all the securities on hand or borrowed 
and compare his lists with the general ledger con- 
trolling accounts. 

The lists of securities on hand (of stocks loaned and 
borrowed and in transit and of stocks long and short 
in customers' accounts) should be compared with the 
stock ledger, and the broker's own long and short 
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seooritiefi with the general ledger. All of these com- 
parisons must be made, lists prepared, and oonfirnmtion 
requests maUed before the next day's transactions 
begin, because the many changes occurring daily make 
it eartronely difficult to iron out any differences 
ocoaflioned by subsequent transactions. Securities in 
transit may be readily verified by requesting confirmar 
tions from branches at the close of the same day on 
which the audit of the main office accounts are begun^ 
and by having the audit of the branch accounts started 
at exactly the same time. 

Confirmation requests should be mailed to all cus- 
tomers and to other brokers. Customers' accounts for 
which no statements are mailed, must be carefully 
investigated and brought to the attention of the man- 
agement The omission of such statements may be 
perfectly regular, as in case customers have requested, 
the broker not to send statements because of personal 
reasons, or it may indicate the use of such accounts 
for iUegitimate objects. Unless letters are on file 
from customers specially requesting that no statements 
be sent them, it is the auditor's duty either to mail 
out all statements, irrespective of any excuses on 
the part of the broker's office force, or to send an 
assistant to the customer with a copy of the state- 
ment and a personal request for the verification thereof . 

The Margin Accounts must be very carefully investi- 
gated; if the maiigins are insufficient, the matter should 
be brought to the client's attention. The same care 
must be exercised in verifying interest and commis- 
sion charges and the interest paid to banks and other 
brokers. The income from the client's own securities 
must be fully accounted for, the bank accounts recon- 
ciled, the trial balances of all subsidiary ledgers veri- 
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fied, and all aoeounts in the general ledger tlioroly 
inspected. 

The books of bond and stockbrokers are very dif- 
ferent from the books of other business conoems; 
therefore an auditor should be cautioned to put some 
study on the subject before begimaing an audit of 
this kind. Often cash journals are used to reoord 
cash receipts and disbursements, and securities deliv- 
ered and received. The cash receipts and securitiee 
delivered are on one side (generally the left) and 
the cash disbursements and securities recdved on the 
other. In most other respects the accounts are simi- 
lar to those of other businesses. The most important 
thing to do in an audit of stockbrokers' accounts is 
to secure at the earliest possible moment a balance 
between the lists of stocks and bonds short or long, 
as per customers' ledgers, and the lists of stocks and 
bonds deposited with bank, on hand **in the box/' 
and securities in transit. If the auditor has made 
no error in preparing his schedules and if the accounts 
are in order, the lists will balance exactly. In order 
to make an audit of stockbrokers' accounts of any 
value, it must not only be thoro but detailed to a 
fine degree. The dangers from fraud and error are 
so great that anything short of a detailed audit is 
practically worthless. 
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THB AUDIT OV SFIGIAX. BUBIHE a S TTFBB (CkniM) 

Financial Institutions (Canted) 

BUIIiDINQ AND LOAN ASSOCIATIONS 

There have probably been more defalcations in con- 
nection with buiMing and loan associations than in 
any other form of business activity. This condition 
has been due to **one-mau*' control over the funds 
and accounts of these associations. The auditing com- 
mittees elected by the association members or appointed 
by the board of directors are, as a rule, amateurs in 
accounting, and their inspection of the records is 
therefore quite valueless. The accounts should be 
periodically audited by reputable public accountants. 
The audits should be made m detail and at very fre- 
quent intervals. 

The income of building and loan associations is 
derived from the following sources: 

L Interest on loans. 

2. Premiums on loans. 

3. Income from investments. 

4. Fines for delinquency in pajonent of dues and interest. 

5. Initiatiau fees (sometimes credited to a reserve account 
and returned to the shareholders when their contribu- 
tions have been all paid in). 
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Interest on loans mnst be verified from the Cash 
Accoiinty the notes themselves, and the loan regii^ters. 
In the larger associations, where the notes are all 
numbered, each number must be accounted for. The 
balances due on notes should be verified by correspon- 
dence with the borrowers. As the rate of interest 
on all loans is the same, the verification of this income 
is quite simple. 

Premiums on loans are obtained by a process of 
bidding by the stodcholders, or a premium is charged 
outright The minute book of the assodation should 
be inspected in this connection, since the making of 
all loans should be recorded therein. If the auditor 
has any suspicions with reference to premiums paid 
for loans, he should not hesitate to take the matter 
up directly with the borrower. 

In scheduling and examining the investments, which 
consist chiefly of real estate mortgages, the auditor 
should at the same time prepare a statement of the 
income therefrom. The mortgages should be supple- 
mented by the insurance policies assigned to the asso- 
ciation and by such documents as are necessary to 
establish the mortgagor's title. The auditor must also 
make sure that all mortgages have been properly 
recorded. All collateral on loans made to stockholders 
or others must be on hand and should be carefuUy 
inspected by the auditor. 

The income from fines must be verified in its rela- 
tion to the dues and the interest i)ayment6. Each mem- 
ber's record of payments must be investigated and 
each delinquency recorded. To do this effectively the 
auditor should call in all members' pass books or 
should inspect these as they are presented at a regu- 
lar meeting of the association. This metl):od will also 
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afford tihe beet proof of the outfitanding capital &todk. 
All the pass books for each series of capital oob- 
tributions should be consecatively numberedy so as to 
make it possible to account for all books issned. 
Whenever delinquencies have been passed without the 
imposition of a fine, one of two things has occurred : 
Either the secretary has neglected to impose a fine, 
which is contrary to the by-laws, or else he has podceted 
the amount It may, of course, be possible that fines 
have been remitted in special cases, but the board of 
directors would have to approve such action and the 
matter would in that event be covered in the minutes. 

Initiation or admission fees in the case of building 
and loan associations are rather uncommon. Where 
such fees are charged, they are generally credited to 
a reserve account which becomes available when final 
distributions are made, or they are used for various 
specific puiposes. In some few instances it may be 
found that they are distributed with the profits on 
some pro rata basis. 

The profits of building and loan associations should 
be segregated according to the different series of 
capital contributions. It is not correct procedure to 
calouTate the profits on a basis of the dues paid in 
during the year under audit. l%e accrued profits at 
the beginning of the year for each series must be 
taken into consideration as well as the accrued profits 
from the prior year withdrawn during the year. To 
put the matter on a formula basis, we would have: 

Acoamulated dues + accraed profits at the begimiing of 
the year + an equivalent annual amount of dues paid in 
during the year — entire dues paid in during the year and 
aeemed profits (of* the beguming of the year) withdrawn 
during the year = average working capital. 
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(To be worked out for each series on which the profits 
are to be apportioned.) ' 

A very convenient and serviceable form of cash 
accounting is coming into conunon use. The form is 
arranged as follows: 



SERIES I 



Number 
of 


Week ending 


Week ending 


Week ending 


Books 


Dues 


Fines 


Interest 


Dues 


Fines 


Interest 


Dues 


Fines 


Interest 


1 




















2 

1 




















3 




















etc. 



















The numbers of the pass books are arranged con- 
secutively in a vertical columiL The columns spread 
across the page provide for the entry of dues, fines, 
or interest paid at each regular meeting. The totals 
of these columns will be posted once each week in the 
general cash book. All other cash received at irregu- 
lar intervals will be entered in the general cash book^ 
direct. The auditor should, of course, recommend 
that all cash received be deposited intact in the bank 
and that all expenses be paid by check. The total of 
dues received will be posted once monthly from the 
general cash book to the Capital Account; fines and 
interest will be posted to the proper controlling 
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aocounts for income. In the entire accounting sehemey 
the various series and the income and expenses in 
connection therewith should be kept entirely distinct 
from one another. 



MISCELLANEOUS FINANCUL INSTITXTTIOlffS 

There are in the United States a host of miscel- 
laneous institutions, corporations, and individuals deal- 
ing in securities, that finance enterprises and deal 
in so-called ^^ business chances/' Some of these firms 
do a legitimate business and others are primarily 
swindlers; the latter dass, naturally, rarely call in 
pulblic accountants and whenever they do the aocxHmt- 
ant's report is not for the public eye. It is unfortunate 
that state and national legislation has not removed 
these leeches from our financial circles. None of them 
should be permitted to ply his trade witiiout govern- 
ment license, regulation, and examination. The most 
flagrant offenders of this class of so-called '^ finan- 
ciers '* use as their prey companies that are practically 
insolvent; the latter are induced to issue bonds, which 
from the nature of things can never be sold (unless 
by misrepresentation) and the ^^ financier" collects a 
handsome fee for preparing a prospectus, for traveling 
expenses, and for having the bonds lithographed; more- 
over, he charges a fat commission for the few bonds 
sold or handed over to creditors in liquidation of 
their claims. 

No respectable public accountant can sanction such 
practices. Should he, by chance, be asked to audit 
the accounts of such swindling institutions, he should 
either refuse to take the engagement offhand or 
inform V the prospective client that he will not 
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treat as confidential any practices clearly fraudulent 
or dishonest. Let him assert that he will report any 
such practices to the proper public authorities for 
investigation. No auditor of character can afford to 
prostitute his calling on the theory that his relations 
to a client are purely confidential when the client is 
a rank offender against law, and, in essence and fact, 
a swindler and reprobate. 

It is wrong, however, to conclude that all small 
investment brokers and other institutions not hereto- 
fore discussed fall into the class whose practices we 
have just conde^med. In fact, we have found as 
much and in some cases more real sterling honesty in 
small financial institutions than in some of the very large 
ones.' In dealing with these miscellaneous types of 
financial institutions we must confine ourselves to two, 
namely, investment companies and business brokers. 

Investment Compames 

Investment companies do not deal in securities as 
agents for others; they represent combinations of 
capital for investment purposes, the theory being that 
where many individuals can merge their capital and 
have it distributed over a large variety of investments, 
the chances for loss are much diminished and the 
opportunities for gain considerably increased. Com- 
panies of this kind therefore buy securities for the 
incon[ie they yield and not as objects of sale. In audit- 
ing the accounts of such companies, the most important 
tasks are the verification of income and the counting 
and inspection of the securities. 

The income from securities on hand should be 
verified and tabulated from the securities themselves, 
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and thereupon related to the cash book entry for 
dates of purchase. The income from investments sold 
during the year must be very carefully investigated, 
and should represent the ajccrued income from last 
interest or dividend date (or from the dose of prior 
period) to date of sale. The cash book should show 
clearly the amount received iu full, the proAt over 
cost (if any), and the axjcrued interest In the case 
of purchases, the cost of the investments and the 
accrued interest should be shown. ^ 

Very often investment companies buy up an entire 
bond issue at a discount. In that event the inveet* 
ment should be carried at cost and the profit shown 
when the bonds are retired or sold. If the bonds are 
retired serially, the difference between cost and retire- 
ment price should be shown as a profit as the bonds 
are retired. The following illustration will indicate 
the procedure necessary: 

The bonds of the A Company, amounting to $100,- 
000.00, are purchased at 96, and axe to be retired 
by the A Company at the rate of $10,000.00 each year. 
The entries would be: 

Company A Bonds 996,000.00' 

Cash 196,000.00 

To record the parchaae. 

Caah $10,000.00 

Company A Bonds 19,600.00 

Profit and I^ss 400.00 

To record retirement of |10,000.00 bonds of 
(Company A and profit thereon due to dis- 
count at date of purchase. 

In cases like the above the auditor must make sure 
that the credit to the investment account for bonds 
retired is at cost; otherwise the balance in the account 
would indicate that the remaining bonds were purchased 
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at even lees than the original price, aad the -profit 
on the bonds retired would not be evident. 

Profits on the sale of investments are sometimes, 
and very wisely, put into a reserve aoootint to provide 
against possible losses from other sales. However, 
it wonld probably be quite proper to transfer the bal- 
anoe in the Reserve Account at the end of each year 
to Profit and Loss, thus making each year stand 
on its own base. . The income from the securities 
themselves, as adjusted by the Eeserve Account, would 
without question be available for dividends ; the income 
would reflect truly the net results from the year's 
activities. 

For published balance sheet purposes the invest- 
ments should be shown at cost or market, whichever 
is the lower, but it is not necessary to make any 
adjustments for differences on the books of the invest- 
ment company. An investment company is not a 
dealer in securities, and market fluctuations do not 
regulate the sale of its securities. An investment 
company should, and as a rule does, sell only when the 
market is favorable (that is, above cost), or it may 
sell below cost if it is thereby offered an opportunity 
to buy at a discount other securities which will result 
in an appreciable eventual gain. In an audit of such 
accounts it will therefore suffice if the auditor in his 
own balance sheet states the securities at cost or 
market, whichever is lower, or if he comments on 
these values in his report; the company's books need 
not be altered. 

Business Brokers 

Business brokers' activities are many and varied. 
They buy and sell stores for others, they secure 
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loans^ sell bonds and stoc^s^ arrange leases, promote 
industries, locate factories, and do almost any number 
of other things by which sellers and buyers are brought 
together. Their income is therefore as varied as their 
activities, and yet it is quite necessary that the income 
be accounted for in its various forms and that the 
expenses be distributed accordingly, as far as that 
may be possible, practicable, and feasible. The audi- 
tor may make his worth strongly felt by offering 
constructive criticisms with reference to tiie' proper 
systems of accounting whereby the income and expenses 
may be properly segregated and the profits from each 
activity clearly demonstrated. 

It is advisable for the auditor to propose that the 
accounts be kept on an accrual basis. There is here 
no regularity in the cash incoW; consequently accounts 
prepared on a cash basis offer no basis of com- 
parison between periods. Moreover, unless accounts 
are kept with all customers, there is great danger of 
overlooking some of them. The auditor should inspect 
all accounts receivable very careftdly, as many of them 
may be uncollectible. The real danger in a business 
of this kind is that of omission. Many arrangements 
are verbally made; the customers as a rule are bargain 
hunters and speculators moving from place to place, 
frequently without leaving an address, and the trans- 
actions are therefore more or less unsatisfactory and 
intangible. There are real difficulties before the audi- 
tor, with reference to both the verification of income 
and the valuation of assets. If, therefore, he will 
confine himself to constructive advice, after satisfying 
himself as far as possible with regard to the items of 
income and expense and the balance sheet, his work 
will be well performed. Business brokers need account- 
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ing systems before they need audits, and if they will 
live up to the few following roles their profits will 
be more certain and determinable: 

1. All cash received should be deposited intact in bank. 

2. All bills and expenses should be paid by check or from 
a petty cash fund operated on the imprest system. 

3. All agreements should be reduced to written contract 
form, specifically setting forth the work to be performed, 
the remuneration therefor, and the mode of payment 

4. All accounts should be kept on an accrual basis and so 
segregated that the profits on each kind of activity may 
be readily determined. 

5. Statements should be mailed to customers the first of 
each month and the accounts promptly collected when 
due. 
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AUDIT OV 8PB0IAI. BUBOmS TTPM (OmM) 

Insurance C!ompanies 

Insurance companies are under strict surveillance 
in practically all states of the Union. Moreover, the 
different states are quite severe on foreign companies 
who wish to do business within their bounds, and they 
tax such companies to the limit. The insurance com- 
missioners have much power and have not hesitated 
to use it; consequently before auditing any insurance 
company, the auditor should become familiar with the 
state laws. These are much the same thruout the 
country with reference to general principles, but vary 
greatly in the details affecting operations. In most 
of the states the capital stock must be fully paid in 
before a company may start business, and its assets 
must have been inspected by the insurance commis- 
sioner; in other states^ a minimum capital stock is 
required. After a company has once been organized, 
the states regulate the investment of the capital stock 
by limiting it to bonds and first mortgages on prop- 
erty (otherwise unencumbered), ground rents, United 
States bonds, bonds of other states or political subdi- 
visions of a state, and approved railroad bonds. The 
investment of surplus funds is also under state regu- 
lation; altho the provisions are more liberal, no loans 
may be made on personal security, the amount of 

234 



Digitized by 



Google 



AtLdit of Special Bv^iness Types 236 

single loans is limited to certain percentages of the 
capital stock, and there are other provisions regard- 
ing the total amonnt which may be invested in real 
estate mortgages. The companies are nsnally pro- 
hibited from holding real estate except as it is neces- 
sary for the transaction of their business, or in case 
the property Was obtained in satisfaction of debts 
and is to be sold at the first opportunity. The laws 
regulatb the payment of dividends; dividends may not 
be paid except out of net profits actually earned and 
not in excesfe of certain rates. 

LiFB Insubance Companies 

It is very- evident that an auditor must acquaint 
himself with the state l^ws regarding life insurance 
companies before beginning such an audit The com- 
pany must comply fully with these laws or its char- 
ter may be summarily revoked; the auditor mus-t 
therefore know the laws fully in order that he may 
advise his client of any accounting procedure or acts 
contrary thereto. 

The books of a life insurance company are ordinarily 
kept on a cash basis. No entries are made to show 
unpaid past due premiums; the policyholders' ledger 
merely indicates no payment, since there is no credit to 
such accounts. Death claims are settled in cash and 
no entry of the claim appears on the books until 
settlement is made. The principal books of an insur- 
ance company consist, therefore, of a number of cash 
books and the necessary ledgers. There is a geooaral 
cash journal for recording the totals of receipts, the 
details of which are foxmd in subsidiary records 
wherein the sources of income are designated and 
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properly classified. These subsidiary records tabu- 
late the receipts from agents, from the home office, end 
from foreign agencies. The general cash journal con- 
tains the necessary columns for the general ledger 
controlling accounts; on the receipt side provision 
is made for premiums, interest, loans, mortgagee, and 
real estate; and on the disbursement side, for agents' 
commissions and salaries, notes receivable, general ex- 
penses, traveling expenses, death claims, surrender 
values, mortgages, postage and exchange, medical 
examination, and dividends to policyholders. An extra 
debit and credit column is provided for miscellaneous 
entries to be posted direct to the general ledger. 

Premiums on policies form the bulk of income. One 
of the first duties of the auditor is to verify this 
income. Under ideal conditions the total premiums 
credited in the general ledger should equal exactly the 
credits to the individual accounts in the policyholders* 
ledgers, but because of the almost limitless number 
of policyholders it is practically impossible to verify 
the income thru the credits in these ledgers unless 
the company wishes to expend a great deal of money. 
Verification of income for a given period can, however, 
be accurately approximated by total comparisons 
between years. To the premiums of the prior year 
should be added all premiums on new business written 
during the year under review, and from this there 
should be deducted the effects on premiums from can- 
cellation of policies, from paid-up polidee, from death 
claims, from abatements, and from lapses. The pre- 
miums received on new business may be verified thru 
the examination of the policies issued, by making sure 
that all the numbers for the different classes of 
policies have been fully accounted for in the various 
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aubsidiary cash books. A very thoro test of premiums 
for the eurrent year caa be made in this mamier, and 
since those companies employing pnblio acoonntafits 
generally have their books audited at least once each" 
year, a very satisfactory check on premium income 
may be obtained- 

Since duplicate copies of policyholders' accounts are 
kept in the actuarial department, where they are 
arranged according to classes or types of policies, 
a test comparison between the actuarial and the account- 
ing department file should be made. The past due 
accounts should be tested in this way. 

The actuarial policyholders' files are segregated 
according to types of policies, and thereunder accord- 
ing to ages of policyholders at the time the policies 
were issued. This arrangement is necessary so that 
the proi)er reserves may be created for each type of 
policy. The calculation of these reserves requires a 
high degree of mathematical knowledge and trainbig, 
and the average auditor is scarcely competent to verify 
the mathematical calculations forming the basis of 
the reserve construction; to make sure that these 
calculations are correct, he should call upon an actuary 
to assist him. 

In order to ascertain whether all past due accounts 
in the policyholders' ledgers are genuine, it may iu 
some instances be advisable for the auditor to cir- 
cularize these accounts in part or in whole, request- 
ing that the policyholders mail their replies direct 
to his office. 

All the disbursements for death claims should be 
carefuDy inspected, and properly approved vouchers 
must accompany the charges. Dividends to policy- 
holders must be thoroly tested, cash surrend^ pay- 
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ments vanohed, and the disbursements for all expenses, 
salaries, and commissions carefolly investigated. In 
the larger companies, where the internal cheek is 
extensive and efficient, fairly exhaustive tests of these 
various items will suffice. The reports to the insur- 
ance commissioner should be compared with the com- 
pany's own books; the two should agree. The legal 
reserve must be proi>erly construoted and must meet 
the legal requirements fully. 

Probably the biggest task and an immensely impor- 
tant one confronting the auditor, is the verification of 
the insurance company ^s investments. These consist 
generally of the following groups: 

1. State, municipal, railroad, and other bonds. 

2. Bank and other stocks. 

3. Mortgages and ground rents (first liens). 

4. Premium notes secured by policies. 

5. Policy loans. 

6. Loans secured by bonds, stocks, etc. 

These securities are listed in registers wherein the 
various classes are segregated. The totals in these 
registers must agree with the general ledger accounts, 
and the income from these securities may be com- 
puted from the registers; the registers show the name 
of the security, the date of purchase, the par value, 
the purchase price, the rate of interest (in the case 
of bonds, mortgages, and loans), and the due dates. 
These registers should be used in determining the 
income which is accounted for in the general ledger, 
thus providing an independent che<^ against the cash 
records. 

Tte securities thenaselves must be counted and care- 
fully i|[ispected by the auditor and his staff, or if 
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deposited with the state insuranoe commissianer that 
fact must be verified by oorrespondenoe. The cotuit- 
ing of the securities on hand is a time-consuming 
task; anywhere from 75 to 95 per cent of life insur- 
ance company assets are in the form of securities. 
However, just because of this fact and the strict require- 
ments of the law regarding investments, the auditor 
must inspect and count the securities in full, and, at 
the same time, assure himself that they are proper and 
according to legal requirements. 

Among the liabilities the auditor should verify the 
following accounts by means either of exhaustive tests 
or of complete examinations wherever conditions per- 
mit or where the internal checks are weak: 

1. Reserve as required by law (by far the largest item). 

2. Additional poUey reserve in excess of legal requirements 
(basis of construction). 

3. Premiums paid in advance. 

4. Policy claims awaiting proof. 

5. Accumulations upon deferred distribution policies. 

6. Miscellaneous current liabilities. 

A very detailed analysis should be made of the 
Surplus Account and the payment of dividends. The 
states regard the Surplus Account of an insurance 
company as a provision for all contingencies not spe- 
cifically provided for, rather than as available for 
dividends, and they have therefore placed a limit on 
the rate that may be paid. 

Fire Insurance Companies 

The audit of fire insurance company accounts pre- 
sents no problems very different from those encoun- 
tered in a life insuranoe company. The inaome. 
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however, is treated somewhat differently, hecanse of 
long time premimns add because every pr^ninm 
received may become, at least in part, a liability. 
Premiums are therefore credited to income as earned 
and not when received. The agents' reports contain 
the original entries of premiums, and a thoro test 
of these should be made by tracing these reports into 
the general books. Balances due from agents must be 
carefully examined, and accounts that are past due 
should be taken up with the proper official of the 
company. 

All payments for losses must be bona fide, that is, 
must be properly authorized and paid to policyholders 
as evidenced by the premium or policyholders' ledger. 
All other vouchers for expenses, refunds, and abate- 
ments must be properly authorized. As in the case 
of life insurance companies, all investments in securi- 
ties must be verified by actual count and inspection 
and the income therefrom proved. 

The liabilities of fire insurance companies are very 
similar to those of life insurance companies. The 
largest is the reinsurance reserve, and the basis of 
its construction is ordinarily fixed by state law; this 
account must be verified by the auditor and he must 
satisfy himself that the law has been fully complied 
with. The auditor should insist that ample reserves 
or liabilities be included in the accounts for accrued 
taxes and expenses, for losses in dispute, and for losses 
adjusted but unpaid. 
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TBM AUBIT or 8FB0IAI. BUSMM S TYnOI (Chned) 
PUBLJSHBBS 

Publishers may be roughly classified acoording to 
the nature of their product as follows: 

1. Publishers of books.' 

2. Publishers of periodicals. 

3. Publishers of newspapers. 

Publishers of books may do their own printing, 
binding, and selling, in which event the publisher is 
a manufacturer and the accounts will resemble those 
of an ordinary manufacturing business. The plant 
will be divided into departments and costs will be 
indicated on a departmental basis. The cost of sales 
will include the materials used, the labor employed, 
and the various departmental overhead expenses. All 
of these costs will finally be expressed in the 
finished inventory of books, the object of sale. 
The auditor in this case must verify tiie inventories 
of materials, goods in process, and finished stock. 
He must assure^ himself as to the pay rolls and their 
distribution to the manufacturing departments, and 
he must make sure that all overhead expenses have 
been properly apportioned and included. 

In verifying the income based entirely on the sale 
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of books, the proper procedure consists of reconciling 
the sales with production, that is, the Finished Inven- 
tory Account. The sales records should clearly indi- 
cate the titles sold, in quantities and values, and so 
afford the basis for monthly credits to Finished Inven- 
tory Account and for royalties or commissions payable 
to authors or agents respectively, Boyalties to autliors 
are based either on quautities sold or are figured on 
a percentage to sales values. If the sales records 
dearly indicate the quantities sold, it will be an 
easy matter to verify the credits to the authors' 
accounts. The multiplication of the quantities by 
the rate per volume will at once furnish the amount 
to which an author is entitled during any given 
period. When royalties are based on values, it will 
be necessary for the auditor to inspect very carefully 
the costs of production in order to make sure that they 
have all been included. In any event the royalty 
accounts must be tied up with the royalty contracts, 
which the auditor should carefully inspect. 

As every author knows only too well, books do not 
always sell. The publisher can generally protect himself 
partly on a first edition by securing a proper guarantee 
from the author; subsequent editions, however, are gen- 
erally published at the risk of the publisher. Copyrights 
are often purchased outright. At any rate, in many 
cases the publisher has found that some publications 
do not sell and that the books on hand are worth* 
less; sudi books are not worth their cost and should 
be written off, or at least reduced to scrap value. 
To guard against conditions of this kind the publisher 
should carry a stock of titles based upon past sales 
as related to quantities on hand. 

Consignments of books to agents should be valued 
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at cost and considered as part of the Finished Inven- 
tory Account. The reports of agents must be care- 
fully scrutinized, however, and the publisher should 
insist on prompt remittances for books sold. Certifi- 
cates verifying the inventories in their hands at the 
end of the period under review should also be requested 
from the agents. 

The verification of finished inventory and of book 
plates ought to be a very simple task. The amounts 
on hand, having been determined thru the production 
and the sales records, may be verified in many instances 
by actual count; since editions are limited to certain 
numbers of volumes, such tests are easy. There may 
be some overrun or slight shortages, but even these 
can be readily proved by reference to the quantities 
of stock used in production. The values placed on 
book plates are somewhat more diflScult to verify. 
The values should be based entirely upon the demand 
for the publication and the probabilities of subsequent 
editions. Plates for novels written by authors of 
limited reputation should be written off as a cost of 
getting out the first edition. The plates used in 
connection with standard publications for which the 
demand has proved fairly constant, may properly be 
carried in the inventories for a considerable period 
or until they have deteriorated beyond effective use. 
Copyrights should be valued not on the basis of their 
unexpired life but on the basis of the demand for 
the books. An inventory of plates and copyrights 
can never give a publisher working capital, and the 
sooner he can recover these investments thru sales 
(that is, by charging them off into costs), the more 
sound will his business be. For purposes of balance 
sheet construction, all inventories should, of course, 
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be carried at cost and reduced to market if the latter 
is lower. 

Publishers of magazines and periodicals do not 
carry a finished inventory stock which possesses any 
value (except as waste paper) after the dates of issue. 
As a result production must be based closely on cir- 
culation. The only plates having any value are those 
held for long time advertiaers. It is very important 
that the auditor permit no valuation on old issues of 
magazines. He may make his work effective by pre- 
paring proper reports on the relation of production 
to circulation and the quantities of "left-overs.** There 
must be some left-overs but only in sufficient quanti- 
ties to meet a normal demand for old numbers, which 
may be established by an investigation of the pub- 
lisher's experience. 

The largest revenue of magazine as well as of 
newspaper publishers comes from advertising. Adver- 
tising is directly related to circulation. As the circu- 
lation grows, the advertising revenue should grow. A 
sort of proportion should exist between the two, so 
that comparison of advertising revenue with circula- 
tion affords an excellent test of this relation as well 
as of the efficiency of the advertising department. 
The income from advertisements should be verified 
by multiplying the advertising spaces by the rates for 
each space; a test covering a number of issues should 
suffice. Newspaper advertising revenue must be tested, 
as it would be quite impossible for an auditor to 
verify the income fully. In both magazine and news- 
paper advertising, the contracts with the advertisers 
should be carefully examined and the rates charged 
on the books verified therefrom. 

Circulation revenue should be tied up with quanti- 
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ties printed after making the proper adjustments for 
copies returned, imsold, or spoiled. In fact, there is 
no other check; enormous detail makes any other test 
impossible However, all drcnlation accounts must 
be thoroly tested as to their accuracy as well as to 
the mode of their construction. Circulation revenue 
from mail subscribers to magazines can be quite accu- 
rately checked by means of the total weight indicated 
on the mailing records or post-office receipts ; the latter, 
when divided by the weight of each copy, should give 
accurately the number of copies mailed. 

The collection of subscription accounts or the handling 
of cash should be absolutely divorced from the cir- 
culation departments. If this rule is religiously 
observed, the circulation records themselves, if prop- 
erly kept, should afford an excellent index to the 
circulation revenue. Subscriptions paid for in advance 
should be kept entirely separate from cash circulation 
and should afford the basis for monthly entries against 
the prepaid subscription liability. Outstanding sub- 
scription or advertising accounts must be carefully 
examined and proper reserves constructed for any 
that appear doubtful. Journal credits to such accounts 
must bear the proper approval. 

It is important in any publishing business that all 
costs of production and operation be fully included. 
An examination of the cost records is very essential. 
Many publishers and newspapers conduct regular job 
printing departments. The auditor must be careful 
to assure himself that the various departments are 
charged with their proper share of overhead expense 
and that all idle time of equipment be taken into 
consideration. The pay rolls and the inventory accounts 
deserve very special attention, and the stoctfs used 
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should be reconoiled as dosely as possible with pro- 
duction and sales. 

TiMBBB CoMPAimas 

The most important feature in the audit of timber 
cutting companies is the so-called ^^Stumpage Account" 
This represents the capital of the organization. It 
is the purchase price of the standing timber^ and since 
the income is derived from the sale of cut timber, 
the Stumpage Account is a deferred cost of sales. 
For purposes of properly costing the sales the Stump- 
age Account must indicate the number of feet of 
standing timber acquire(^ and the unit price of each 
kind of timber (the unit is one thousand feet). The 
quantity of timber included is an estimate baaed upon 
the cruise of the company's timber expert As a 
rule the estimate is conservative; consequently the tim- 
ber company generally finds considerable uncut timber 
left after the Stumpage Account has been entirely writ- 
ten off into cost of sales. 

As the depletion of the timber represents the use 
of capital invested, the sales price of timber or logs 
represents in part the capital which must be returned 
to the stockholders. It is therefore advisable to split 
the sales into the following elements: 

1. Capital returnable to investors. 

2. Operatincf expenses. 

3. Interest on borrowed money. 

4. Net profit. 

When dividends are declared, the portion of capital 
returned thereby should be clearly indicated; in fact, 
each stockholder should be advised that his dividend 
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consists of two parts, namely, a certain amount of 
capital and a certain amount of profit. The account- 
ing procedure necessary to accomplish this is fairly 
simple. Let us assume that timber licenses have been 
purchased which are valued at $700,000.00 and that 
$700,000.00 of capital stock has been issued. The 
original entries would be: 

Cash $700,000.00 

Capital Stock $700,000.00 

To record inyestment by sharebolden. 

Stumpage Account . $700,000.00 

Cash $700,000.00 ^ 

To record purchase of timber licenses for 
148,000,000 feet of Umber at the following 
prices: 

128,000,000 ft Pine @ $6.00 per 1,000 ft, or $640,000.00 

20,000,000 ft Hemlock Q $8.00 per 1,000 ft, or 60,000.00 

$700,000.00 



During the first year 16,000,000 feet of pine timber 
and 2,000,000 feet of hemlock were out and sold. The 
entries would be: 

Cost of Sales $86,000.00 

To Stumpage Account $86,000.00 

To record cost of timber cut and sold during 
the year as follows: 

16.000,000 ft Pine @ $5.00 per M $80,000.00 

2,000,000 ft Hemlock ® $8.00 per iC .... . 6,000.00 

$86,000.00 



The expenses of operation amounted to $150,000.00, 
interest on borrowed money to $3,000.00^ and the 
timber was sold for $350,000.00. A condensed profit 
and loss statement would show the following: 
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Sales $350,000.00 

Deduct: 

CoBt of Sales $86,000.00 

Operating CosU 160,000.00 236,000.00 

Operating Profit $114,000.00 

Deduct— Interest on Loans 3,000.00 

Surplus Net Profit $111,000.00 



It is cleaxly evident that sales have retomed not 
only the capital depleted ($86,000.00) but all expenses 
and interest, and have yielded a net profit of $111,000.00. 
The sales, therefore, represent the following incre- 
ments expressed in percentages: 

Capital Depletion 25.57% 

Operating Costs 42.86% 

Interest on Loans 86% 

Net Profit 31.71% 

Total 100.00% 

The balance sheet at the end of the year, assum- 
ing that all expenses had been paid in cash and 
that the sales were on a cash basis, would be as 
follows : 

A99€t9 

Cash on Hand $197,000.00 

Stumpage Account 614,000.00 

$811,000.00 

Liabilities 

Capital stock $700,000.00 

Surplus (Net Profit for year) 111,000.00 

$811,000.90 
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rrom this balance sheet, we can readily see that 
the Stnmpage Account (the basis of investment) has 
been reduced by $86,000.00; that it has been con- 
verted into cash; and further, that the net profits 
are also represented by cash. The company may 
legitimately declare a dividend of $197,000.00, repre- 
senting $86,000.00 capital returned and $111,000.00 net 
profits from operations. The entries would be: 

Capital Investment Retired $86,000.00 

Surplus 111,000.00 

Cash $197,000.00 

More conservative methods, of course, would be 
to return the capital depleted, charging the entire 
amount to surplus and retaining the remainder of 
the cash for working capital, or to declare a dividend 
out of the net profits only. 

By analyzing the sales into the various increments 
of costs, profit, and depletion of capital, the com- 
pany will constantly have before it the elements to 
be considered in price making and the ever present 
element of actual capital exhaustion. The auditor 
must see that this depletion is fully covered in the 
cost of sales. 

An excellent auxiliary proof of quantities of tim- 
ber cut and sold is afforded by the official scaling 
of government officials in Canada. No timber lands 
are sold in Canada; all cutting privileges are in the 
form of licenses, and the government collects dues 
from a timber company on the basis of ^nits of 
thousand feet cut. The reports of the government 
scalers should agree with the company's own records. 

The largest expenses of timber cutting are for 
actual cutting and driving. Large camps are provided 
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for the loggers, where they are housed and fed, so 
that the commissariat is an important factor. Proper 
inventories should be maintained for all food and 
camp supplies, and no stores should be issued except 
against properly signed requisitions. The food costs 
should be very carefully investigated by the auditor 
and, if possible, reduced to a unit basis for each camp ; 
a comparison between unit food costs at the different 
camps will readily reveal extravagance, mismanage- 
ment, or pilfering. 

Timber companies make heavy invelstments in road 
Improvem^t, bunk houses, dams and river improve- 
ments, drives, and transportation equipment The 
larger part of these will be worthless after all the 
timber has been cut. It is therefore necessary for a 
company to estimate in advance the number of years 
required to cut the timber and to depreciate its prop- 
erties annually in the proper proportion. Or, better 
still, the depreciation may be figured on unit produc- 
tion, which will extinguish the property accounts as 
soon as the total original estimate of standing timber 
has been written off. 

As the loggers are all paid in cash, it is important 
that the i>ay rolls be inspected carefully. An inde- 
pendent check on pay rolls is afforded by the camp 
steward's records of meals served. No audit of camp 
poy rolls is complete or adequate without comparing 
these records with the pay rolls. Since a great deal 
of cash is handled by the logging superintendent and 
his assistants, the auditor should investigate whether 
these employees are sufficiently bonded. He must also 
insist on proper safeguards in the cash accounting, and 
should demand proper voudiers or receipts for all 
cash disbursements. As the purchasing of supplies 
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musty from the nature of thingB, be allocated to one 
individual or to a very few, the auditor must look 
carefully into the purchases and inventories. Any 
inventory shortages must be satisfactorily explained 
before being accepted as normal; they may represent 
the effect of short deliveries. 
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ISa AUBIT OF 8FB0IAL BUHIMMS TYnOI (Conf d, 

Bbewebies 

Brewery accounts are unique because of the peculiar 
relations existing between the brewers and their cus- 
tomerSy for brewing companies in many instances vir- 
tually finance their customers. Cash advances are 
made to saloonkeepers for license taxes, bar room fix- 
tures, and even working capital. As a result a large 
portion of a brewery company's assets consists of 
notes secured by chattel mortgages or otherwise. These 
assets must be carefully scrutinized, as many of them 
may be uncollectible. The notes are generally install- 
ment notes. The auditor should secure full data with 
reference to past due installments and should examine 
the collateral with care. Adequate reserves should 
be set up for doubtful notes and accounts. 

The sales of a brewery may be proved quite easily. 
The production records indicate very accurately the 
quantities of liquor brewed, because they must be kept 
on a daily basis in conformity with internal revenue 
laws and regulations. The production or shipping 
department must also record the daily sales, and the 
purchasing department is required to record the kinds 
and quantities of materials purchased and received. 
From these various records monthly reports are pre- 
pared in duplicate; these are collected by the revenue 
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collector each month after he signs the brewery rec- 
ord books. Tho not a part of the general accounting 
scheme, these record books must agree with the gen- 
eral books and, in fact, afford an excellent checking 
medium. The quantities sold can readily be recon- 
ciled with the production records. 

Brewers take an actual inventory of brewed beer 
on hand at the end of each month. The auditor should 
compare a number of these monthly inventories with 
the stock records, which contain tihie following very 
valuable information: 

1. Materialis purchased (based on invoices and receiving 
clerks' records). 

2. Materials used (based on brewmaster's report). 

3. Beer on hand at the beginning of the month. 

4. Beer brewed (related to materials used). 

5. Beer sold (based on sales book summaries). 

The inventory of beer on hand at the end of each 
month must agree with the following formula: 

Beer on hand at beginning of month + beer brewed during 
month — sales and beer consumed by employees (based on 
bartender's record) =:beer on hand at end of the month. 

There are few other industries where the control 
over raw material, and by-product, and finished stodc 
inventories is as thoro as in breweries; much of the 
profit accruing to these institutions is due to this 
effective inventory control. 

All beer is sold in containers. The effective control 
over production and sales has made it possible to 
account quite accurately for the containers, even tho 
many are lost. The barrels, half-barrels, and kegs 
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are carefully traced so as to reduce losses, and bottles 
should be charged to the customer so as to reduce 
the loss from these to a minimum. Customers will, 
of course, receive credit for bottles returned. Another 
excellent check on the sales is thru the stamp record 
and inventory. No package must leave the brewery 
without the proper government stamp. The stamps 
are kept in the general office vault and are issued to 
the shipping derk as required upon properly signed 
requisitions. No orders can be filled by the shipping 
clerk imless reco'rded in the general office. The gen- 
eral office thereby has an effective check on all ship- 
ments thru the report of the shipping derk on stamps 
used. The drivers, too, are charged with all packages 
turned over to them for delivery and must turn in 
daily the signed receipts from customers for all pack- 
ages delivered. The drivers* delivery receipts are 
cheeked by the shipping clerk against the drivers' charge 
sheets and are then turned over to the bookkeeper 
for entry in the sales book. One can readily see the 
excellent control obtained by the proper coordination 
of orders, government stamps, shipping clerks' records, 
drivers^ receipts, and sales accounts. If all these are 
combined with effident collection, based upon the cus- 
tomers' own receipts, there is an adequate explanation 
of the consistent and satisfactory profits realized from 
the brewing business. If the auditor will inve^igate 
carefully accounts thru the records just described, he 
will find his work simple and ^ninently satisfactory 
to himself. 

The other features to whidi an auditor must devote 
careful inquiry are the pay rolls, the Cash Account 
(espedally the petty cash and collectors' funds), the 
expenses of agents, advertising, and the adequate bond- 
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ihg of the employeee handling money. Breweries are 
liberal spenders and allow their agents oonsiderabla 
amounts for securing new business; this liberality is 
often abused, and proper reports of their expenditures 
should therefore be presented by the agents. 

Many breweries own saloons and other real estate. 
The income from these properties must be carefully 
verified by the auditor and the deeds to the proper- 
ties examined. Adequate depreciation should be pro- 
vided for both the real estate and the fixtures, which 
sometimes are also owned by the breweries. 

Mines 

Hie audit of mining accounts is very similar to that 
of timber companies. In both instances the income 
is derived from the sale of the property forming the 
basis of the capital investment, and the material cost 
of sales represents the depleted capital increment of 
the selling price. The estimate of ore available is 
the entire Deferred Cost of Sales Account and it is 
therefore the practice to relate all costs to the mined 
ton basis. Equipment, machinery, shafts, etc, should 
all be depredated on a per ton mined basis, and will 
therefore be automatically written oS (except the 
residual values) when the originally estimated quanti- 
ties of ore have been produced and sold. Wages are 
based on the per ton output of the miners, even tho 
they may be paid according to per diem rates. The 
pay rolls must be carefully checked in order not only 
to verify their accuracy but to gain assurance that 
proper deductions have been made from the miners' 
pay chedcs for supplies sold them and for rents of 
houses furnished them by the company. 
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Many coal mineB are operated under leases, and 
rojalties are based on tonnage or <m the dimensions 
of the seams woriked. The royalty agreements must 
be carefully examined by the auditor; he most satisfy 
himself that the royalties have beai folly indnded in 
the costs and that proi>er liabilities have been set np 
therefor. The payment of royalties should also be 
investigated to see that payment is made in accordance 
with contract stipulations. 

The sales of ore or coal should be carefnUy com- 
pared with the production records and inventories. 
The weights produced, less quantities used by the 
companies themselves, after the application of begin- 
ning-and-^id inventories, should agree approzimatdy 
with the sales as indicated by the shipping weights. 

Some mining companies own and operate short rail- 
road lines, stamping mills, and smelting plants. The 
auditor should examine all such auxiliary activities 
very carefully. He should generally make sure that 
all income is fully accoimted for, that production is 
efficient, and that the proper distinction is observed 
between charges to capital and inc(Mne accounts. He 
must also be sure that the total of dividends declared 
does not exceed the sum of net profits and capital 
depletion; in this latter connection he should ascertain 
the correctness of the original estimate of ore or coal 
available. 

BbAKOH AcOOtTKTS 

The audit of branch accounts is almost entirely 
dependent upon the systems in use and the relations 
existing between the branches and the parent office. 
It can readily be appreciated that where the branch 
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carries stocks, makes its own sales and keeps the 
accounts receivable, finances itself out of its own 
collections, pays its salesmen and office help, nothing 
short of a complete audit of the branch, at the branch 
office, will be satisfactory. This is true even tho the 
branch may send in monthly, or more frequently, 
detailed reports of inventories, sales, expenses, collec- 
tions, deposits, and cash balances. The auditor must, 
under such circumstances, go to the branch office in 
order to verify the reports sent to the home office 
and the branch controlling account kept in the home 
office general ledger. Wherever the branch keeps 
full accounts, as just indicated, the controlling account 
in the home office general ledger will represent the 
net investment in the branch office (napiely, the branch 
cash, accounts receivable, inventories, office furniture, 
and fixtures, etc., less the liabilities). In preparing 
the balance sheet of the home office the branch account 
must be .analyzed so that the various kinds of assets 
and liabilities may be properly distributed among the 
balance sheet accounts. The branch balance should 
never be considered an account receivable. 

In some instances, where branches collect no cash 
and carry no accounts, but serve merely as distribut- 
ing and selling media, it may not be necessary for an 
auditor to visit the branch office. Such branches are 
generally alloted a fixed working or cash fund, and all 
payments therefrom must be accompanied by proper 
vouchers or receipts before the home office will replenish 
the fund. These branches, however, carry inventories, 
and if the auditor accepts the branch managers* cer- 
tificates therefor, he should so qualify his report. 
Branch inventories can, however, be checked quite 
accurately thru the records of shipments from the fac- 
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tor7 or home warehouse and thra the reports of branch 
sales; in fact, nnless a recondliation is obtainable on 
this basis the auditor should refuse to accept the 
branch managers' certificates and should plainly report 
the discrepancies. Branch inventories should be valued 
at cost or market (whichever is lower) for balance 
sheet purposes. Branch accounts receivable may very 
well be partly circularized* Many thefts of stock 
have been temporarily covered by fictitious accounts 
receivable. In the audit of a large manufacturing 
concern, it was f oimd that a certain branch manager 
opened up an account with himself under a fictitious 
name» billed mudi of the stodc, and then reported 
that the account was uncollectible because the buyer 
had departed to '* parts unknown. '* The culprit was 
exposed thru the use of the city and telephone direc- 
tories and by reference to the owner of the building 
whose address was given; these sources clearly indi- 
cated that the account was fictitious and led to a 
full confession. 

No audit of branch accounts is complete without 
an investigation of the comparative costs of branch 
operations with regard to branch sales. An auditor 
can clearly reveal thereby the relative effidency of 
the various branch managers. In tabulating l^e costs 
and sales it would, of course^ be imjust to compare 
the results obtained two thousand miles away with 
the operations of a branch located one hundred miles 
from the parent office. Comparison of this kind to 
be of any value must be made between branches operat- 
ing under similar conditions; a branch in existence for 
ten years should be more successful than one just 
estaUished. Q3ie following factors must be taken into 
consideration: 
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1. Distance from parent oiBce and local conditions affecting 
sales (that is, the presence of other competition). 

2. Years in the field. 

3. Effect of freight rates. 

4. Support given by the parent office thru advertising, etc. 

5. Kinds of product handled. 

6. Extent of sales field and markets. 

7. Populations served. j 

8. Effects of local conditi(Mis on expenses. 

9. Experience of branch managers and their assistan t s. 
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THS AUDIT 07 8PB0IAI. BUMJUM TTBEB (OoB«»d) 

Depabtmbkt Stobbb 

The accoTints of department stores are^ as a mle, 
subjected to fairly Sclent internal audit and control. 
The auditing department^ however, primarily centers 
its activity on the sales, which are audited daily. The 
procedure for cash sales in the larger stores is as 
follows : 

The cash sales tickets, which have been assembled 
from the department cashiers, are first sorted accord- 
ing to the various cashiers' numbers. Thereupon each 
cashier's tickets are gone over and segregated accord- 
ing to the numbers of the sales clerks, and finally each 
sales clerk's tickets are arranged in numerical order. 
The sales are then sunomarized on cashier sheets, each 
representing a department. On each of these sheets 
the sales clerks' numbers are spread across and each 
clerk's sales placed under his number; the sum of all 
the columns represent the total sales for the day for 
the particular department. The summary prepared 
from all the departmental sales sheets represents the 
total cash sales of the day and must agree with the 
cash turned over to the general cashier. In many 
stores, department cashiers have been eliminated and 
all cash goes thru tubes direct to the general cashier's 
office; in this case, however, certain cashiers receive 
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the money from certain departments and their receipts 
should agree with the finmmaries prepared from the 
records of the sales clerks. 

The sales clerks' books form the basis of all sales 
auditing. Some stores use different books for each 
kind of sale; that is, they employ one book for cash 
sales, one for charge sales, and another for C. 0. D. 
sales. Summaries of the charge and 0. 0. D. sales 
are prepared in the same manner as heretofore described 
for cash sales, and must agree with the general book 
entries. Other stores use sales books wherein the 
sales slip itself indicates whether the goods were sold 
for cash, charged, or sent C. 0. D. The 0. O. D. 
sales must agree with the records in the 0, 0. D. 
department, where all C. 0. D.'s are independently 
recorded as a check on the drivers. 

A professional auditor cannot be eicpected to check 
the detail work done by the auditing department of a 
store, but 'he should compare the various sununaries 
prepared by it with the entries in the general books. 
The C. 0. D. Account should receive careful atten- 
tion; very often drivers neglect to make collection 
or the package has been improperly labeled, with the 
result that open balances api)ear in the C. 0. D. 
ledger. The auditor should advise immediate collec- 
tion of these accounts, and if the items appear at 
all suspicious he should request a direct confirma- 
tion from the customer of the balance due. There 
is always a possibility that the driver may have pock- 
eted the money. 

With regard to purchases, the auditor should exam- 
ine closely the system of approving and verifying 
the bills, the plan used in the receiving department 
for guarding against shortages and defective goods. 
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and the provisions made for freight deductions and 
discounts. The better managed stores watch all these 
features very carefully and take discounts ahnost with- 
out exception. This is done so regularly that the 
purchase record in use is ordinarily provided with 
a discount column, sometimes called the ^'Antidpa- 
tion Accounf 

It is not practicable for an auditor to vouch the 
expenses of a department store in detail. Certain 
accounts, however, should be examined with consider- 
able care; executive and clerical salaries, the wages 
of drivers and packing department employees, insur- 
ance on stocks and fixtures, and depreciation accounts 
should be quite fully inspected. The pay rolls of the 
sales clerks should be compared with the store audi- 
tor's sales analysis, and any padding will at once 
be revealed by such a comparison. Drivers' pay rolls 
can be verified by comparing them with the delivery 
records. Any unusual variations in expenses between 
periods should be run down. 

No audit of department store accounts is complete 
without an investigation of departmental profits and 
operations. All departmental accounts should be con- 
trolled thru the general books, and each department 
must be buTuened with its proportionate share of gen- 
eral expenses. The auditor should therefore verify 
the charges to the departments for delivery expense, 
building depreciation, insurance and taxes, and all other 
expenses which are prorated. The baais of apportion- 
ment should be proper. All building expenses should 
be prorated to the departments according to relative 
floor Bpace occupied; advertising expense, according 
to proportionate spaces utilized in the advertising 
media; and delivery expenses, either on a basis of 
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relative sales or aooording to the weights of acUflldB 
delivered. 

The aocoxmts receivable should be aged, and proper 
reserves should exist for past due aoeounts. Inven- 
tories must be examined as to quantities, prices, and 
values, and proper depreciation should be provided 
for apparently unsalable merchandise. Certificates as 
to quantities on hand should be requested from the 
department heads. The various cash funds in the 
hands of the cashiers must be verified by actual count, 
and where redemption certificates or trading stamps 
are issued, the auditor must see that proper reserves 
are created to provide for the red^nption thereof; this 
reserve need not be based on the entire quantity <rf 
stamps outstanding for, as a rule, a great many stamps 
are never presented. The auditor should ascertain 
the percentage of redemption to issue, and he should 
recommend that the reserve be v constructed in accord- 
ance therewith. 

COKTSAOTOBS 

The accounts of contractors are essentially cost 
accounts ; therefore proper cost accounting is necessary 
not only for securing data of particular contracte 
but in order to m^e correct estimates. Whetiier a 
contractor is engaged in building, excavating, or engi- 
neering work, it is necessary to secure accurate costs 
of all operations. Lack of proper cost systems haa 
put many contracting firms into bankruptcy. On the 
other hand, some contractors have ,Worked out ^eir 
costs to such a fine point that many of their opera- 
tions have become standardized. It is the auditor's 
duty to analyze and inspect the costs with great care; 
they form the basis of the largest asset account on 
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the contractor ^8 balance sheet — namely, Woiic in 
Progress. 

An effective aooounting system for contractors pro- 
vides for general ledger control ovei^ all contracts, 
the contracts themselves being specifically indicated 
in a contract ledger. A voucher register should be 
employed; this should provide columns for charges to 
General Stores and Supplies (for materials used gen- 
erally and carried in stock), contract ledger, general 
expenses, and direct general ledger charges. The 
charges to General Stores and Supplies build up the 
inventories carried for general use, and include com- 
modities like sand, gravel, cement, lime, lumber, etc 
As these are needed for specific jobs or contracts, prop- 
erly signed requisitions should be prepared for their 
withdrawal, the requisitions forming the basis for 
journal charges to the contracts. Purchases for spe- 
cific contracts and for all expenses (pay rolls, etc) 
chargeable direct to contracts, would be entered in the 
contract ledger column of the voucher register. The 
contract ledger itself should be an analysis ledger; 
each contract shown therein will be cbarged with 
materials used (indicating quantities and values of 
each kind), labor employed (hours, nature of work, and 
cost), and expenses. The ledger should be confined to 
contracts in progress so that the general ledger con- 
trolling aoeount for work in progress may readily be 
verified therefrom. As soon as contracts have been 
completed, the following journal entry should be made: 



»•*••••• 



Goat of Finished Contracts 

Contract Ledscr • • • •$•••••••• 

It is conservative policy entirely to ignore profits 
on unfinished work. Therefore the contracts reoeiv-/ 
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able ledger may either be treated as a memcxrandtun 
record or be carried on the general ledger as a 
controlling acconnt with a contra credit for Eeserve 
for Unfinished Contracts. If the contracts provide 
for partial payments as certain portions of the work 
are completed^ those portions may then be billed as 
accounts receivable, the entry being: 

Accounts Receivable I 

Contracts Billed (Income) 9 

A corresponding reduction mnst, however, be made 
to the contracts receivable ledger and Eeserve for 
Unfinished Contracts Accounts as follows: 

fieeerve for Unfinished Contracts . • • • $ 

Contracts Receivable Ledger $ 

It would, of course, be permissible at the end of a 
fiscal period to tdke some part of the profit on contracts 
partially billed. The entire profit may be taken on 
partial billing if the latter covers some definite part of 
construction work for which all costs have been fully 
included. 

To assure himself that stores are properly accounted 
for, the auditor should inspect the system thoroly. He 
must likewise investigate the methods of wage pay- 
ment and the pay rolls; the men should be paid by 
employees who have no connection with the preparation 
of the pay rolls. Where cost actjounts of adequate 
form are used, the pay rolls may be readily proved 
thru the daily time reports of the laborers, which 
are independent of the foremen's time books and relate^ 
to the distribution of employment on the various con- 
tracts. Where labor operations have been standardized, 
padding of pay rolls rarely occurs. Any padding 
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would immftdiatrfy be made evident thra the moneased 
labor cost 

Unf ortimatelj, many ocMitractorB do not keep prqper 
eort aeooonta. In such cases an auditor mnat verify 
the aecoont for unfinished contracts from the oertifi- 
cates of engineers or arddtects; these indicate the 
quantity and value of the work comfdeted from time 
to time, and form the basis for the partial payments 
on account The auditor should secure such addi- 
ti<mal certificates as are necessary to prove the values 
of unfinished woi^ not billed at the dosing date of 
the i>eriod under review. 

It is important that the auditor assure himsdf that 
all costs are induded in the charges to the oontract 
ledger, and especially that certain items often over- 
locked are fully ccmsidered. Such items are particu- 
larly the d^redation of machinery, equipment and^ 
toolBf taxes and insurance on these, and general 
expenses growing directly out of the contractual 
relations. 

In large building contracts much of the work is per- 
formed by sub-contractors engaged by the general con- 
tractor. The auditor must inspect the charges made 
by the sub-contractors very carefully; in every instance 
the charges ought to bear the approval of the general 
contractor's superintendent and should indicate formally 
the acceptance of the work as satisfactory. It should 
be remembered that the general contractor bills all 
the work completed by the sub-contractor, and that . 
this work must be as fully acceptable to the owner 
as the work completed by the general contractor him- 
self. It is also important that the auditor investigate 
any liens or daims of the sub-contractors against the 
general contractor, and that these be properly reserved 
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for. The owner will demand that the completed struc- 
ture he tamed over to him free of all liens or claims 
from sub-oontraotors or mechanics* 

Pbofbssiokal Men 

Professional m^ with the exception of architects, 
rarely have their accounts audited; in fact, some of 
them keep no accounts at all or are content to limit 
themselves to duplicates of bills rendered for profes- 
sional services. A public accountant may be of great 
service to these men by recommending simple and 
effective accounting systems. 

Since the income of professional men is derived 
almost entirely from fees, it is important for the 
auditor to recommend a proper system for recording 
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fees collectible. In the case of a doctor, it might be 
recommended that his prescription pad be so arranged 
that a carbon copy of each prescrip^on written may 
be retained; the original and duplicate should bear 
the same number, and the sets should be consecutively 
numbered. The form on page 267 (in duplicate for each 
prescription) is suggested. 

This original prescription shoidd be perforated at 
the top so that it may readily be removed from the 
pad. The carbon copy thereof will remain in the 
pad or book and is therefore not to be perforated. 
This form will serve for night and day calls aa well 
as for oflSce visits. It should also be used when no 
prescription is written so that the pad will afford a 
complete record of all calls and office visits. The pad 
should be used at the end of each month for making 
out the bills to patients or for entry of charges in 
the patients' ledger. If the physician desires to keep 
a general ledger in addition, he should make a monthly 
journal entry charging patients' ledger and crediting 
Income from Night Calls, Day Calls, and Office Con- 
sultation respectively. 

The auditor should carefully investigate all old 
accounts with patients and suggest proper reserves 
for those appai:ently uncollectible. The credits to 
patietits' accounts should be examined, and where no 
cash book is used these should be reconciled, if pos- 
sible, with the physician's bank deposits. The status 
of accounts turned over to collection agendee should 
also be determined. It is advisable, of course, for 
a physician to have a complete set of simple, effective 
bookkeeping records, to deposit all of his receipts, 
and to pay his bills for taxicab service, drugs, etc., 
by check. Some doctors supply their patients with 
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drags and medicines. The auditor should then exam- 
ine the purchase invoices and at least approximate 
the balances of stock on hand in order to state cor- 
rectly the income for the period covered by the audit. 
Automobiles, buggies, and horses used in practice 
should be adequately depreciated. 

Lawyers should keep close watch over the time 
given by than to clients; in fact, most fees, if oases 
are not taken on a contingency basis, are based on 
per diem rates. A lawyer may very well keep his 
-accounts in the same manner as a public accountant; 
cases not taken on a flat fee or contingency basis 
shoidd be charged according to the number of hours 
devoted to them. 

It is customary for lawyers to handle many funds 
for their clients. These should always be kept distinct 
from a lawyer's personal funds. The auditor should 
strongly recommend such separation because the prac- 
tioe of treating clients' funds as part of his own 
may seriously affect the reputation of an attorney even 
tho no injury may have resulted. Whenever attorneys 
act as trustees for estates, the accounting for estate 
income and expenses must be carefully investigated. 

The accounts of architects and architectural firms 
vary according to the size of their business. Compara- 
tively few of the smaller firms ever have their accounts 
audited. The larger firms, however, frequently call 
in public accountants and have more or less efficient 
and extensive systans of accounting. The verification 
of income from fees and commissions is the most 
important feature in the audit of these accounts. As 
fees are generally based on certain percentages to 
contracts, architects must keep a record of contracts 
and the payments made to the contractors; fees axe 
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payable to the arohitect as moneys are paid to the 
oantraetor. There is no difficulty in detennining the 
amounts due, beoanse nsnally the ardiitect himself 
must pass on the work before the contractor is paid. 

Expenditures mnst be carefolly examined, as many 
of these may be chargeable to dients. The Aoooonts 
Receivable shonld reflect snch expenditores in addi- 
tion to the regular fee and c(»DmisBion diargee. 
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CHAPTER XXXIV 

XHX AUDIT or nnMiAi. BusmaBS typhi (OosM) 

Oil Mills 

One of the largest industrial activities in the Boath 
is the mannf actnre of cottonseed ^ oil. Cotton seeds 
as picked are covered with a lint which is removed 
in the ginnery; the seed itself is composed of the hull 
and the kernel which contains the oil. The oil ccmtent 
represents abont 20 per cent of the wmght; that 
of the hull and kernel are about equal. Besides the 
crude oil, therefore, cottonseed mills produce a num- 
ber of other products, namely, cottonseed meal, the 
linters, and the hulls. From the latter are obtained 
various by-products, such as cottonseed bran, stearin, 
and soap stock. The lint is sold as short cotton. After 
all lint has been removed from the seeds, the hulls 
and kernels are separated by being put into a reel. 
The hulls are baled or sacked and sold as Btock feed. 
The kernels, after being crushed and cooked, ai^ depos- 
ited in cake form between press doth and the oil 
extracted by presses. The cake r^naining after the 
process of oil extraction has been completed, is cranked 
and ground into meal or is sold as meal cake, in which 
event it is merely broken into pieces. Relatively little 
cottonseed oil is refined in the South; most of it is 
sold in the crude state to refining companies in the 
East 
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In anditihg the axsoonnts of oottonseed oil mills, 
one of the most important tasks is the verification of 
the yield. The record of operations during previons 
years shoold be utilized in establishing some norm npon 
which to base propW judgment as to yield. The weight 
of seeds purchased must be checked up against pro- 
duction; there is, of course, a normal loss in weight 
because of seeds that cannot be used, but this loss 
should run fairly uniform over long periods of time. 
Any unusual shrinkages should be fully ironed out, 
as they may be due to manipulation of tiie production 
or inventory records. The purchases of seeds should 
be carefully vouched- and the invoices compared with 
the stock records. The stock records should further 
be tied up with the payment of freight bills and the 
weights of the latter compared with the weights entered 
in the inventory accounts. The auditor should be 
able to prove the weights of production by using 
the following formula: 

a + 6 — c = production, 
a = the sales (by weight) of linters, hulls, meal, and oil. 
b = the weight of linters, hulls, meal, and oil on hand at 

the end of the period, 
c == the weight of linters, huUs, meal, and oil on hand at 

the beginning of the periodi 

Seeds which cannot be used for oil production should 
be accounted for thru Miscellaneous Sales or by adjust- 
ments to Inventory Account An auditor^s report 
should clearly indicate the sales as well as the seeds 
used, by weight. It should show the material cost 
per ton of sale as well as the per ton cost of operat- 
ing. From such statements the proportional yields 
of oil, meal, hulls, and lint out of a ton of seeds will 
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be readily revealed. This shonld be of value for com- 
parison with operating records of prior years and will 
afford a clue to other than normal differences between 
yields. 

Cottonseed oil mills run double time or the full 
twenty-four hours for six months or less each year. 
Depreciation is therefore a very heavy expense and 
must be more than double Ihe normal rates for an 
average ten-hour day run. In six months the mills 
run a greater number of hours than other manufac- 
turing concerns do in a year. Where the normal run- 
ning time of the latter is 3,000 hours per year, the oil 
mill will operate 3,600 hours in six months. The 
annual depreciation charges should be even greater 
than the percentage of excess, because machines in 
continuous service for twenty-four hours a day during 
a period of six months depreciate more rapidly than 
the above relation indicates; there are no idle periods 
for effective repairs, and the chances for sudden and 
disastrous breakdowns are greatly increased. Depreci- 
ation charges must therefore be very adequate. More- 
over all other costs for the entire year must be 
absorbed into the operating period, for unless they 
are fully included during the period, the stated profits 
from operations may vanish entirely. The Idle season 
for cottonseed oil mills is utilized for repairing the 
machinery and rehabilitating the plant. Rehabilitation 
expenditures should be charged against the depreciation 
reserve, and the repairs should be set up as a deferred 
charge to be written off during the operations of the 
following season; in this way each operating period 
will be burdened with the repairs which were made 
to put the plant in effective working condition. The 
auditor must exercise great cai:^ in analyzing these 
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disbursements in order to assure himself t^t >the 
proper principles of accoijjiting with reference to repairs 
and replacements have been observed. 

Tbxtilb Mills 

In the same degree that cottonseed oil mills are 
localized in the Sonth, the textile mills are largely 
confined to the New England States. These enter- 
prises form the bulk of the industrial activity of that 
section. Much good work has already been done by 
public accountants in standardizing the cost and gen- 
eral accounting systems of the textile companies, so 
that the public accountant called in to audit their 
accounts will usually find well-developed and properly 
controlled accounts. 

As in the case of oil mills the important feature of 
the accounting here is the cost system. The auditor 
must therefore emphasize the examination of raw mate- 
rials inventory accounts, the production as related to 
purchases and manufacturing costs, and the sales as 
based on production. The inventories of goods in 
process and of finished goods must be carefully in- 
spected to ascertain whether the basis of valuation 
is correct It is needless to say that the values 
must not exceed cost; on the contrary they should 
incorporate fully all legitimate el^nents of production 
costs. The methods of applying factory overhead or 
burden should be examined thoroly. As so much of 
the vrork in textile plants is performed by automatic 
machines with processes very clearly separated by 
departments, the proper proration of factory overhead 
is quite easily determinable. 
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Automobile Manufaotubebs 

The automobile industry has come to be one of 
the greatest in the United States. Apparently because 
of the installation of effective cost systems and thru 
scientific management, the faQures in this industry are 
now very few. 

The demand for the well-known types of cars is so 
strong that the sales of manufacturers are practically 
assured for almost a year ahead. Orders for cars 
from local agents specify a given quantity and must 
be accompanied by cash deposits representing a i>er- 
centage of the entire order. These deposits must be 
considered as liabilities until the orders have been 
filled. As the cars are shipped and billed, the Deposit 
Account should be reduced proportionately and trans- 
ferred to the Sales Account. Some agents make a 
flat deposit which must be carried permanently as 
a liability or until the deposit is returned at the expira- 
tion of the agents' contracts. 

A large item of expense, which should be carefully 
investigated, is the insurance carried on finished cars 
on hand, in transit, or with selling branches. Oars 
are sold to agents at flat prices, the prices to different 
agents vaiying sometimes according to the quantities 
sold under each contract; in addition, bonuses are paid 
some agents who sell cars in excess of a certain quota. 
Not only must the auditor examine the agents' con- 
tracts very carefully in order to verify the sales at 
the contract prices, but he must with equal care assure 
himself that all bonus calculations are proper. 

Another large expense is for royalties. Many of 
the devices used on cars are patented, and royalties 
must be paid to the patent holders. As these devices 
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are used on prax^tically all cars and as the cars are 
numbered consecutively, it is a fairly simple task to 
verify the Royalty Accounts. The inventories of acces- 
sories can be readily verified in the same way; the 
quantities on hand should be proved by ascertaining 
the quantities used on the cars manufactured. To 
the inventory of accessories on hand should be added 
the accessories purchased, and from the sum of these 
should be deducted the accessories used; the latter 
quantities may be determined by multiplying the acces- 
sories going with each car by the number of oars 
manufactured. If this procedure does not prove the 
quantities on hand, then some accessories have doubt- 
less been sold independently; the Accessory Sales 
Account should remove any discrepancy. 

A great many automobile manufacturers merely 
assemble cars; they buy all their parts and even their 
motors from other manufacturers. The purchase 
invoices for these parts must be examined quite thoroly 
and must be properly included in the inventory 
accounts. The auditor should also lasoertain whether 
or not the officers of the company are interested finan- 
cially in any of the companies from whom parts are 
purchased. Not many years ago, during the course 
of an audit of a large and well-known automobile 
company, it was discovered that the president of the 
company was lieavily interested in a number of com- 
panies from whom many of the largest and most 
valuable parts were being purchased and at a price 
considerably above the market; the object here was 
apparently, because of a profit sharing arrangement 
with another company, to divert the profits of the 
automobile company to the other companies in which 
the president was a shareholder. It is the auditor's 
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duty to expose practices of this kind for the benefit 
of the entire body of stockholders, even tho the presi- 
dent and his followers may be in control. 

The Advertising Account is a large one and should 
be checked to a certain degree from the advertisements 
themselves or, if condticted thru agencies, by means 
of the contracts. Extensive publicity campaigns are 
generally in progress among automobile manufacturers. 
These assume various forms, chief among which are 
transcontinental runs and the entry of stock cars in 
races or hill climbing tests. The expenditures in 
connection with these exhibitions are heavy and deserve 
careful scrutiny. Since new models are sold ahnost 
every year, the Deferred Advertising Expense Account 
should be very small; it should be limited largely to 
unexpired advertising contracts. There is nothing 
peculiar about the advertisements of automobile manu- 
facturers and most of them are very similar. The 
future results of any specific insertion are therefore 
somewhat doubtful, and to defer the expense thereof 
is an act open to just' criticism. ' 

The Deposit Accounts to the credit of dealers, above 
referred to, should be verified by correspondence; it 
may be possible that interest is to be allowed on these 
accounts, an(^ if so, the auditor must set up the accrued 
portions therebf. The Deposit Accounts should not 
be included with the accounts payable because they are 
deferred income accounts. However, until they are 
transferred to Income, they should be considered as 
liabilities. Very often the dealers or agents will charge 
the company for allowances made to their customers. 
In securing the dealers' confirmations with reference 
to the Deposit Accounts the auditor will doubtless 
find that they have claims which the automobile manu- 
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f aetnrers may or may not have allowed. The claims 
of agents not recognized in the manufacturer's books 
should be thoroly investigated in connection with the 
contracts in force. The claims of agents for customers 
may in some instances have to be verified by corre- 
sponding directly with the customers; otherwise an 
unscrupulous dealer may very easily ask for allowances 
which he never granted his customers or he may call 
for free repair parts which he never furnished them. 
The inventoried value of repair parts must be inves- 
tigated with great care. The manufacturer must, of 
course, keep certain quantities of repair parts on 
hand; many of these will be for oars sold in past 
years, and it is a difficult task indeed to anticipate 
correctly the quantities that will be required. Some 
inanufaoturers base the manufacture of repair parts 
on past experiences with other models of cars, but 
never make more than a limited number at a time; 
they guard against complete exhaustion by carrying 
a low minimum and by making a reduction in each 
new production order. The reduction in the order 
is based upon the gradual decline in demand for the 
parts. In almost every factory, however, the auditor 
will find a considerable quantity of repair parts that 
will probably never be called for; these inventories 
should be reduced to scrap value. 



Digitized by 



Google 



CHAPTEE XXXV 

XUJE AUDIT or MUmOIPAIi ACCX>U1I1S 

It is a deplorable fact that the vast majority of 
mimicipal acoounting systems are woefully inadequate. 
With few exceptions, the accounts of cities are kept 
on a cash baais with no attempt to relate the various 
departmental expenses to the services rendered the 
public. No standards of efficiency have been created, 
no unit costs have been formtUated, and no definite 
harmony has been established between the anticipated 
revenues and the estimated expenses. In many instances 
the results have been little short of chaotic The 
ordinary cash book of a municipality is a hodge-podge 
of colunms subdivided according to departments and 
bureaus, with no attempt at a proper classification 
of the sources of revenue. 

In a few localities the public has rebelled against 
the ridiculous inefficiency of municipal accounting and 
financing, with the result that bureaus of municipal 
research have been organized. These bureaus have 
done much good in cities where it has been possible 
to limit the control of unscrupulous politicians; in 
many places, howevw, their efforts have been prac- 
tically nullified by political grafters, whose wrong- 
doings were being exposed thereby. 

The accounts of cities fall into two general groups, 
namely, the proprietary accoimts and the fund accounts. 
The proprietary accounts, as indicated by the name, 
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deal with the properties owned and their operation. 
/ The fund aeconnts are concerned with the legal limi- 
tations placed upon the city officials with reference to 
expenditures. 

The expenses of a city are in reality predetermined; 
each year the various department heads prepare esti- 
mates of the funds they will require for the next year. 
These estimates are passed upon by the finance com- 
mittee of the city coimcil; the finance committee then 
recommends to the dty council that the various amounts 
required be allotted to the departments and bureaus. 
The sum of all the allotments, or appropriations, is 
the city budget, and no department may spend in 
excess of its appropriation unless an additional appro- 
priation is obtained from the city council. 

After an estimate has be#n made of the revenues 
to be derived from the ntunidipal enterprises and from 
franchises, fees, fines, rents, licenses, etc, the total is 
deducted from the sum of the appropriations to the 
departments. The difference will represent the amount 
w^ich must be raised by general taxation; this latter 
amount, divided by the total assessed value of real 
and personal property, furnishes the tax rate. The 
opening entries for a year must indicate the sources 
of the estimated revenue and the allotment thereof to 
the various departments. They would be expressed in 
somewhat the following manner: 

1. Bstlmated Income: 

MunlcliMil BnterprlMB 
Taxation • • . • 
Franehlaes . • • • 
IdcenMs . • . • 
MiacellaneouB Sonreea 
^ Income Available for Appropriationa • • • 9* • « 

To record estimated income for the year 
available for appropriations. 
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Income A¥allable for Appropriations • • | 

Appropriation Ledger I 

To record appropriations made by the 
city council to the departments as fol- 
lows: 

Police Department . . % 

Fire Department 

Department of Streets, 
etc., etc 

Total Appropriations . $ 



The credit to Appropriatioii Ledger AcocHint is 
posted in total to a general ledger aooonnt bearing 
that name, which thereupon becomes the controlling 
account for the sum of the various departmental appro- 
priations which are entered individually in a sub- 
sidiary appropriation ledger. The warrant register 
should contain a colmnn headed ^^Appropriation 
Ledger/' in which all disbursements chargeable to the 
appropriation accounts must be entered. The indi- 
vidual entries in this column will be charged to the 
proper appropriation fijocojmt in the subsidiary ledger, 
and th^ total of the column will be debited at the end 
of each month to the appropriation ledger controlling 
account in the general ledger. 

There are, however, other charges against the appro- 
priation accounts; these are the so-called **enouia- 
brances'^ or impaid liabilities; they take the form of 
contracts, or oi>en, unfilled purchase orders. It is 
therefore necessary to have a contract ledger and a 
purchase ledger, in which will be entered all contracts 
made by the various departments and the orders placed 
by them respectively. The contract and the open 
purchase order ledgers may either be made an integral 
part of the accounting system or be treated as memo- 
randa records. In either event the encumbrances 
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recorded therein must be deducted from the balances 
in the appropriation accounts to show the free 
balance available for use for each department or divi- 
sion. Contracts are specific in their amounts, and 
the contract ledger should therefore be actually tied 
up with the general books. As the departments enter 
into contracts, their appropriation accounts should be 
charged and a Contract Reserve Account credited; 
the latter account will be cleared from the books by 
the charges from vouchers issued in payment of con- 
tracts. When a purchase order is placed, it is not 
always possible to estimate the final cost thereof. 
It is then scmietimes feasible to carry the purchase 
order ledger as a memorandum record; in the latter 
event, the appropriation accounts would be charged 
directly with vouchers in payment of purchase orders 
and at the end of each month the unfilled orders would 
be considered as additional encumbrance so that the 
free balance could be properly shown. 

The contract ledger, arranged by departments, -should 
indicate the name of the contractor, the number of 
the contract, the nature of the work performed or 
the materials furnished, the date, the payments made, 
and the voucher numbers for tiie payments. The vouch- 
ers are charges not to the departments, but to the 
Contract Reserve Account, the departments having 
already been charged with the full contract originally 
and the reserve credited. The purchase order ledger, 
also arranged by departments, must indicate the order 
number, the date, the date promised, the date filled, 
the estimated amount (forming the basis of the encum- 
brance), the date paid, the voucher number, and the 
amount paid. The difference between the estimate and 
the amount paid columns will at any day represent 
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the current encumbrance against the departmental 
appropriations for unJSlled orders. 

The fund ledger is of equal importance with the 
appropriation ledger, and the two can be very con- 
veniently tied up with each other. All receipts are 
chargeable to the treasurer and should be credited 
to the proper fund account. The disbursements for 
certain departments must come out of specified funds r 
in fact, some funds are limited very specifically for 
the use of certain departments. Since all funds are 
charged to the treasurer, the disbursements must be 
credited to him under each fund account It is there- 
fore advisable that in each fund account the following 
information be afforded— date of payment, vouchei: 
number, appropriation account charged and amount. 
In view of the fact that the appropriation ledger indi- 
cates the vouchers charged against the appropriation 
accounts, the inclusion of the appropriation account 
name in the fund ledger will afford an excellent means 
for cross checking between the two ledgers. To facili- 
tate this even further, it is recommended that the 
appropriation ledger contain (besides the date, voucher 
number, name of payee, and amount t)f the voucher) 
a column wherein the name of the fund account may 
be entered; the cross reference would then be abso- 
lutely complete. 

It 1)3 impossible to discuss fully, in a book of this 
kind, the detailed accounting procedure of municipali- 
ties. Stress must be laid here not on accounting but 
on auditing procedure.* 

^ The accounts of state universities are similar to municiiial accounts. 
A fair knowledge of tlie accounting procedure of one of the largest 
state universities may be gained by reference to articles of the author 
in the February and March, 1916, numbers of the Journal of Account- 
ancy on "Accounting Procedure for State Universities." 
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The methods of accounting for income from general 
taxation must receive very close scrutiny. The/ taxes 
collected should agree with the amounts assessed in 
the tax roll, and any alterations in the assessments 
must be substantiated by proper authorizations. The 
taxes uncollected must agree with the general ledger 
controlling account for taxes receivable, this latter 
account originally' representing the entire tax roU.^ 
Taxes in arrears must be fully noted, as these are 
liens against the property; when paid, the proper 
amount of i>enalty or interest collected therewith must 
be fully accounted for in the books. In some cities, 
after a specified time the tax liens are sold or the 
property itself is impounded; all such income must 
be ascertained and proved, and the auditor must 
satisfy himself that proper settlement has been made 
with the property owner. 

Special assessments for local improvements are very 
often collected in instalhnents. The installments include 
the payment of principal, interest, and sometimes of 
penalties. The auditor must see that the various incre- 
ments included in the payments are properly accounted 
for. Here the entire procedure in connection with 
the local improvements should be investigated; the 
city generally issues bonds to defray the expenditures 
for the improvement, and retires the bonds as the 
assessments are paid by the public The interest on 
these bonds should be fully recovered thru the interest 
charged on the deferred installment payments. The 



'The Taxes Reoelvable Aocount is placed on the books after the tax 
roll has been completed. At that time the estimated Tax Revenne 
Acootrnt is credited and the account for taxes receivable is charged. 
Assessments collected are, of course, credited to the Taxes Receivable 
Account 
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provisions governing the retirement of the bondB should 
be complied with fully and the funds derived tvom the 
collection of assessments should be proi>erl7 reserved 
to pay the bonds as they fall due. 

The income from franchises, rents, licenses, and other 
sources shoidd be verified thru an inspection of the 
franchises, the rental agreements, and the subsidiary 
records detailing the location of saloons, stores, and 
other license paying bodies. Some franchises provide 
that the city receive a percentage of the net profits of 
the franchise holder, the city in that event being granted 
permission to audit the franchise holder ^s books. This 
audit may be conducted by the city officials themselves 
or by a professional accountant; in the latter event 
the accounts of the franchise holder must be very 
closely analyzed, especially with reference to charges 
against income. 

As the department heads are very careful that their 
appropriations fully meet their annual requirements, 
the approval of vouchers charged to the departments 
receives detailed attention. All vouchers must be 
approved by the department heads and must be accom- 
panied by evidences covering the receipt of goods or 
of services rendered. The auditor must, however, give 
special attention to any unusual expenditures; he must 
make sure that the disburs^aents have been made 
from the proper funds and that the right departments 
have been charged therewith. He must also analyze 
the vouchers from the standpoint of account classifica- 
tion, so as to be certain that the proper distinction 
has been observed between charges to capital and 
income accounts. This precaution is necessary in order 
to verify the additions that have been made during a 
fiscal period to the city's asset accounts. Tests should 
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be made with reference to prices paid by the city for 
standard commodities, that there may be no abases or 
graft in the baying. In the best governed cities all 
parohasing is in the hands of a single porohasing 
department. The advantages of snch an arrangement 
are obvioas ; larger qaantities can be booght at redaced 
prices, inventories may be properly controlled, and the 
dangers of graft are redaced to a minimam. It is 
mach easier to inspect and to control a centralized 
activity. 

Where dties ovm public service facilities, such as 
water, gas, and electric lighting plants, and street rail- 
ways, it is imi>ortant that the proper acooonting princi- 
ples be applied in connection with their operation. 
Unfortunately this is not always done and one element 
of cost is generally omitted — ^namely, depredation. Tho 
it would be improper to set up a reserve for depreda- 
tion as in the case of private corporations, provision 
therefor should be made by annual appropriations for 
the estimatecl cost of replacement. The funds thus 
obtained could be invested in such a way that the com- 
bined prindpal and interest accumulations would suf- 
fice for the eventual restoration of the property. In 
this way each year would be burdened with its just 
share of depredation, the bonds originally issued for 
the properties woidd be perpetually secured, and no 
single generation would be excessively burdened with 
^ an expense which prior generations had refused to con- 
sider. The bonds issued when the properties were orig- 
inally acquired would not have to be retired, but oould 
easily be renewed because of the unchanged character 
of the security. The interest on the bonds should, of 
course, be defrayed from the net income of the various 
munidpal enterprises and not from taxation. 
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Auditors will doubtless be called upon shortly to 
direct some of their energies to forming adequate 
accounting systems for municipalities. Sporadic efforts 
have already been made in this direction, some result- 
ing in great good, others, not being properly guided, 
producing only mediocre results. The following sug- 
gestions are hazarded by us: 

1. In order to gain the proper cohesion and cooperation 
between departments and the controlling elements in 
city organization, there must be a thoro study of func- 
tional relations; from such study, organization charts 
should be prepared. These would readily indicate any 
need of rearrangement. 

2. All fanetions of similar character should be centralized 
and put under effective control. Thus, the purchasing 
activity, now so frequently allocated to all departments, 
should be put under central control ; this would provide 
for ^lormous economies and proper control of stores. 

3. Prom the expenditures for past years a uniform classi- 
fication of expenditures adaptable to all departments 
should be introduced. This classification should be 
such that a clear distinction will be observed between 
expenditures for capital additions and for operating 
expenses. The additions to property accounts should, 
of course, be controlled thru the proper records related 
to the department appropriation accounts. ^ 

4. All city property should be inventoried and carried in 
properly grouped accoimts on the balance sheet. By a 
proper relation between the capital expenditures charge- 
able to department appropriations, these capital ac- 
counts could be kept right up to date. All obligations 
and liabilities should be fully expressed in the accounts 
and a proper showing should be made of corre6x>onding 
requirements and reserves. 

5. All accounting should be under the control of one 
department. 
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6. The aeooonts should be kept on an income and expense 
rather than on a cash basis and should be fully con- 
trolled by a general ledger. 

7. Unit costs and job costs should be established and 
standardized whereyer i>ossible. 

8. Budgets should be functional as well as departmental 
and divisional. 

9. Uniform monthly reports of all operations should be 
prepared for the city officials and the public. 

10. The operating actiyities should not only be reflected 
in operating statements but should become equally evi- 
dent thru the changes in the balance sheet 
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CHAI?TEE XXXVl 

M18C^KI<TiilWJ60US AUIUTft 

In the previous chapters, the procedure neoessaxy 
for the effective audit of some well-known f omiB of 
business organization has been recommended. There 
are, however, special audits having certain peculiarities 
which must be covered in a work of this kind. It will 
be impossible to discuss all of these and we shall 
therefore confine ourselves to the following: 

1. Trustees' and executors' aecounts. 

2. The aeoounts of educational institutions. 

3. Qub accounts. 

4. The aceounts of charitable institutions. 

5. Hotel accounts. 

6. The accounts of theatrea 

Tbustebs' and ExEOXTTons' ACOOITKTS 

The accounting for estates is r^ulated by state 
law and the legal requirements are becoming more rigid. 
The result has been that public aooountants are being 
asked more frequently to give advice on estate account- 
ing and to examine the accounts of administrators and 
executors. 

Administrators and executors in the technical sense 
are court officials, who have been chosen to close up the 
affairs of a decedent's personal estate. Their functions 
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consist of the collection or conversion into cash of the 
personal property of the deceased, of the payment of 
his debts, and of the distribution of the remaining per- 
sonal proi>erty according to either the provisions of 
intestate law or the will of the testator. The admin- 
istrator is appointed by the court when there is no 
will; the executor is designated by the testator in the 
will and is approved by the court The functions of 
the two are identical. They both iiffer from a trustee, 
the latter being one who is given remporary or some- 
times extended title to specific property which he must 
dispose of or hold (subject to the provisions of a trust 
mdenture) for the benefit of another person designated 
in the law as the **cestuL'' 

The auditor's first duty is to read the will (if there 
be one), to detennine whether the will has been prop- 
erly probated and whether the executor named therein 
has received the court's approbation and has filed a 
satisfactory bond if the state laws d^nand it. Wher- 
ever the state laws demand that the executor file an 
inventory of the personal property of the decedent, 
the auditor should obtain a copy of the inventory thus 
filed and compare it with the opening entries in the 
executor's accounts. The inventory filed with the court 
and the executor's books should specify the personal 
property in detail, and the values thereof should be 
based on an impartial appraisal; the debts should not 
be filed unless this is required by law, because the 
gross estate must not be diminished for the benefit of 
any particular creditors. 

After having satisfied himself that all preliminaries 
required by law were complied with, the auditor must 
next determine, if possible, whether the entire personal 
estate is in possession of the executor. There may be 
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assets in the hands of persons who have refused deliv- 
ery thereof to the executor, and proper legal stqps 
should appear to have been taken by the executor to 
gain possession of such assets. All cash of the decedent 
should be deposited in the bank in the name of the 
estate, and all other personal property must be pre- 
served with the same degree of care as the executor 
gives to his own property. The executor's duty is 
not to retain the i>ersonal property but to convert it 
into cash and to distribute the cash among the bene- 
ficiaries named in the will. The investigation of the 
conversion of tiie personal estate into cash or of its ^ 
distribution in otiier forms, as provided by the will, 
is of very great importance; the auditor must be sure 
that the realization from the sale of assets is com- 
plete, that no improper deductions have been made 
therefrom, and that property not converted is distrib- 
uted on the proper basis. 

The administrator has a preferred daim covering his 
own and the ftmeral expenses. These, as a rule, must 
be paid before the claims of creditors. All debts 
against the decedent at tihe time of his death come 
next, and must be paid in the order prescribed by 
law; if not so paid and if no further funds are avail- 
able, the executor may become personally liable. The 
order of payment is generally as follows: first, debts 
due the national government; second, state and local 
taxes; third, claims reduced to judgment; and fourth^ 
the claims of regular creditors. 

The auditor may be engaged by either the estate or 
the executor; in either event his efforts should protect 
both, thru a careful consideration of the assets to 
be accounted for, the claims to be liquidated, the 
expenses to be paid, and the distribution of the residuum 
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to the legatees, or heirs. Legacies must not be paid 
until the time specified by the court or until there 
is omnplete assurance that all creditors have been 
fully satisfied. After the executor has performed all 
these various duties, he must present his final account- 
ing to the court. As it is generally the final account- 
ing which is submitted for audit, it is of the very 
greatest importance that the audit be quite detailed 
and thoro; the final accounting is the basis of the 
Courtis order for the distribution of the estate. 

An estate in trust generally consists of real or 
other property conveyed to an individual or oiiganiza- 
tion as trustee. The trustee must preserve the prop- 
erty intact and must dispose of its inc<Hne aa provided 
by the trust agreement The most important task 
of the auditor is therefore to aacertain that the principal 
remains untouched, tibat the distinction between princi- 
pal and income be religiously observed in all the trus- 
tee's activities, and that this distribution be properly 
recorded in the books. This is not always so simple. 
Few example, a dividend received after the testator's 
death may be either principal or income. If declared 
before the date of death, it is principal; if after that 
date, it is income, tibe date of the dividend declaration 
and not its receipt being the governing factor. 

Not only must all the aasets held by the trustee 
be fully examined and proved (by actual count in 
tibe case of securities), but the income therefrom must 
be fully accounted for in detail. All expenditures must 
be accompanied by proper vouchers. The commissions 
taken by the trustee on net increoBes of investments 
(thru reinvestments) and for distributing and account- 
ing for the income, must be proper and in accordance 
with the law or the will as tiie case may be. The 
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nature of trust investments is fixed by law. As a 
role they are limited to real estate ^xortgages, approved 
first-mortgage railroad bonds, and govenmient securi- 
ties. Losses ensuing from illegal investm^its must be 
borne by the trustee. The auditor must also ascertain 
that the trust funds are kept s^arate and distinct from 
the trustee's personal funds and tiiat they are separately 
accounted for. 

During the administration of a trust the following 
are regarded as reducing principal: 

1. Premiiuns on securities purchased. (These should be 
amortized during the life of the securities and a portion 
of tiie interest received on the securities set aside to 
oflCset the annual premium amortization). 

2. Losses ensuing from the liquidation of approved in- 
vestments. 

3. Losses of property which are beyond human control or 
which cannot be compensated for by insurance. 

4. Shrinkages in values due to obsolescence which could 
not be foreseen. 

Accretions to principal are occasioned by the fol- 
lowing factors: 

1. Increases in the values of real property due to the pass- 
ing of time. 

2. Profits (m the sale of investments. 

3. Discounts on securities purchased. 

The Accounts op Educational iNSTrrxmoNs 

Universities either are privately endowed or are 
state institutions. The accounts need not vary, how- 
ever, exc^t with reference to the classification of 
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income. Both derive funds frcmi matricniationy tuition 
and laboratory fees, and in some cases from dormitories 
and sales of various products; but tibese classes of 
income form a relatively small portion of the entire 
income of most universities and colleges. The great 
bulk of income is derived either from funds provided 
by state taxation or national government support in the 
case of state universities, or from interest on invest- 
ments in the case of privately endowed universities. 

We have already described very fully the account- 
ing or auditing procedure necessary for appropriation 
accounts in connection with municipalities; the appro- 
priation accounts of universities are constructed in 
exactly the same way. As certain disbursements for 
departments must c<Hne from specific fimds, universi- 
ties also keep fund accounts. The withdrawals from 
the various funds (thru voucher) must agree at all 
times with tilie voucher charges to tihe departmental 
appropriation accounts. Universities, like municipali- 
ties, keep account of their contracts a,nd open market 
orders, both being regarded as encumbrances against 
the departmental appropriations. 

In auditing university accounts, the largest and to 
a certain degree, the most important task is the vouch- 
ing of the disbursements; the vouchera must not only 
be withdrawals from the proper funds and charges 
to the proper department appropriations, but they must 
be charged to the proper account classification under 
each appropriation account. Some of the leading state 
universities of the Middle West recently adopted (with 
necessary modifications to meet local conditions) the 
following uniform classification of expenditures, which 
provides for both an organization (functional) and a 
commodity or service distribution : 
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ORGANIZATION CLASSIFICATION 

1. Administration and General. 

(a) Executive Offices. 

Board of Trustees. 

President 

Vice President. 

Business Office. 

Registrar. 

Legal CounseL 

Adviser to Foreign Students. 

Council of Administration. 

University Senate. 

(b) General Offices. 

Dean of Men. 
Dean of Women. 
High School Visitor. 
Information Office. 

(c) General Accounts. 

Publications. 

Lectures. 

Concerts. 

Convocations. 

Receptions and Social Functions. 

2. Instruction and Research. 

Liberal Arts and Sciences. 

Engineering. 

Agriculture. 

Graduate School. 

Medicine. 

Dentistry. 

Pharmacy. 

Commerce. 

Law. 

Music. 

Library Science. 

Summer Session. 

20 
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3. GFeneral Departments. 

Library. 

Physical Training tot Men. 

Physical Training for Women. 

Military. 

Health Service. 

Water Survey. 

4. Physical Plant Operation and Maintenance. 

Administration. 
Building Operation. 
Building Maintenance. 
Power Plant. 
Telephone Exchange. 
Grounds. 

5. Land, Buildings, and Plant Extension. 

Purchase of Land. 

Land Improvement. 

New Buildings and Additions. 

Service Plant Extension. 

SEBVIOE AND COMMODITY CLASSIFICATION 

1 Expense (Revenue Expenditure). 
11 Salaries and Wages. 

111 Instruction and Besearch. 

1111 Professors (including Deans' instruction). 

1112 Associate Professors. 

1113 Assistant Professors. 

1114 Associates. 

1115 Instructors. 

1116 Assistants. 

1117 Lecturers. 

1118 Fellows and Scholars and Student Assist- 
ants. 

1119 Technical Assistants and Service Men. 

112 Administration. 

1121 Officers. 

1122 aerical. 
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113 Lectures and Entertainments. 

114 Labor and Unclassified Service. 
12 Material, Supplies, etc. 

121 Communication Service. 

1211 Postage. 

1212 Telephone and Telegraph. 

122 Stationery and Office Supplies. 

123 Publications. 

124 Traveling Expense. . 

125 Freight, Express, and Cartage. 

126 Repairs. 

1261 Furniture and Apparatus Repairs. 

1262 Building Repairs. 

1263 Land Maintenance. 

127 Supplies for Instruction. 

128 General Supplies. 

1281 Building Supplies. 

1282 Farm Supplies. 

129 Sundries. 

1291 Office. 

1292 General. 

2 Equipment (Capital Expenditure). 

21 Equipment. 

211 Apparatus. 

212 Furniture and Office Equipment. 

213 Books. 

214 Machinery and Tools. 

215 Live Stock. 

216 Specimens and Collections. 

22 Land and Buildings. 

221 Land and Land Improvements. 

222 New Buildings and Additions. 

The income provided for state universities from state 
funds, derived from taxation, can readily be verified 
from the legislative appropriation bill and the balances 
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in the various state funds by communicating with the 
state treasurer's oflBce^ Tuition fees can be proved in 
totals from the register of enrolled students in the 
catalog or from the published student directory, after 
making the necessary provisions for scholarships, fellow- 
ships, and reduced fees. Diploma fees may be verified 
from the list of graduates and recipients of higher 
degrees as shown in the university catalog. Laboratory 
fees may be accounted for thru the enrollment of stu- 
dents in courses where laboratory fees are charged. 
Departmental sales can be verified by reference to 
production records (in the case of agricultural depart- 
ments) or to the sales data kept by the departments; 
the income from departmental sales for the colleges 
of agriculture is generally credited to the depart- 
mental appropriation accounts. As a rule, therefore, 
the departments themselves may be relied upon to 
account quite fully and accurately for the income from 
their own sales. 

In privately endowed schools, where the income is 
derived largely from investments, the investments them- 
selves must be verified by actual count and inspection 
(in the case of securities), by reference to the deeds 
to property, and by inspection of the agreements with 
donors. The income from these various investments 
and properties must be verified, in the usual way as 
heretofore outlined. 

What has been said regarding the opportunity for 
improvement in Irtisiness procedure and accounting sys- 
tems of municipalities, may be applied with the same 
force and in substantially the same way to educational 
institutions. The' auditor will often find opportunity 
to render valuable services along these lines. 
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< UnOELLAKEOVn AUDRS (Ooa^d) 

Club and Hotbl Accounts \ 

Club and hotel accounts are so similar in many 
respects that they may be considered together. A 
dub is virtually a hotel for members only, with cer- 
tain additional social features not offered by hotels. 
Moreover the hotel charges are generally collected in 
cash as the guest. departs, whereas the club extends 
credit to its members. 

The most important thing an auditor should do when 
called in to audit clubs or hotels, is to examine thoroly 
the system of accounts in use. The larger hotels have 
provided effective safeguards for their accounting; this 
is essential, since most of their income is in cash. The 
revenue of hotels may be conveniently divided into in- 
come from rooms, from restaurants, from bars and cigar 
counters, and from rents. 

The income from rooms can be verified from a num- 
ber of sources. In the first place the guest register 
contains the names of all who have in any way utilized 
the hotel facilities. Consequently for each registration 
there should be a charge on the room ledger or a 
cash entry for meals if no room was occupied; or, 
if the guest had an account, a charge should appear 
in the accounts receivable ledger. A comparison of 
all these charges with the guest register is the most 
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direct check on room revenue; it should^ however, be 
supplemented by comparing with the guest register the 
housekeeper's record of rooms occupied and vacated. 

Some hotels require their guests to register on cards, 
the cards, at one and the same time, serving as a 
ledger for current charges against the guests and as 
the file for occupied rooms (the room tray). Such 
cards are numbered consecutively and each number must 
therefore be fully accounted if or; each card provides 
also for charges made to the guest's account covering 
telephone calls, meals, laundry, eta The card tray 
is in reality a bookkeeper's ledger; when the guest 
departs, he calls for his account. The bookkeeper foots 
up the amounts as indicated by the card, passes it 
over to the cashier, and instructs the guest to pay his 
bill at the cashier's window. The card is then stamped 
paid, the amount collected is entered in the cash book 
(properly distributed and classified), and the cashier 
then returns the **paid" card to the bookkeeper to 
be filed by number. It is to be noted that when the 
guest originally registers on the card a carbon copy 
is obtained of his registration, which may be used for 
the mail tray or room tray if it is found undesirable 
to combine the room tray with the bookk^per's file. 
It is essential that the collection of cash be entirely 
divorced from the activities of the desk (or registry) 
derk and the bookkeeper. 

Income from the restaurants may be verified by 
checking the cash and charge tickets (which should be 
consecutively numbered) turned in by the restaurant 
cashier against the chef's records of meals prepared 
and served. The entire restaurant operations must 
also be related to the inventories of food supplies. 
Income from bars and cigar counters should be verified 
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from the cash registers and from the commissary 
records of liquors and cigars tamed over to the bars 
and cigar counters respectively. 

Many hotel companies sublet certain spaces (esp^ 
cially on the ground floor) for stores. The auditor 
must examine the leases and verify the income from 
rents in accordance with the lease provisions. 

The inventory accounts must be oarefully examined 
and all purchases evidenced by proper vouchers. The 
pay rolls must be fully checked, the accounts receivable 
scrutinized, and, if necessary, circularized for confirma- 
tion, and the depreciation rates on furniture, linens, 
glassware, etc., inspected. 

Club accounts, as a rule, are not so well safeguarded 
as hotel accounts, and the dangers from peculation are 
much greater. Wherever possible the cashier *s func- 
tions should be entirely separated from the bookkeeping. 
Members should be requested to pay their bills by check 
rather than in currency, and all diarge or sale forms 
should be numbered consecutively. Membership dues 
may be verified from membership rolls and from the 
minute book wherein the names of new members are 
indicated. Bevenue from rooms should be tied up 
with the housekeeper's record of rooms occupied. As 
in the case of hotels the income from restaurants and 
bars should be reconciled with the inventory records 
and proper depreciation provided for dub room furni- 
ture, club building, and other property. 

The Accounts op Ghabttablb Institutions 

Charitable institutions are either public or private. 
Institutions like orphanages, asylums, and hospitals 
operated by the states are generally audited by repre- 
sentatives of the state administration. State institutions 
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derive their income almost entirely from government 
appropriations which are more or less limited as 
to their nse. In anditing such accounts the charges to 
the various appropriations must, be carefully inspe<5ted 
and they should be evidenced by properly authorized 
vouchers. The income from pay patients should be 
checked from the registration records. 

Privately endowed charitable institutions are sup- 
ported by donations or as in the caae of hospitals 
by donations and income from patients. Donations may 
usually be verified from published lists of donors or 
by corresponding with the donors themselves whenever 
the published lists do not specify amounts and there 
is a suspicion of irregularities. Many private charities 
keep their accounts on a cash basis, with the result 
that their operations are not properly recorded. The 
books should show the entire revenue earned and the 
actual cost of operations. 

The Accounts of Thbatebs 

As the income of theatres is practically all cash, the 
audit of the Cash Account is of the very greatest 
importance. Because of the great amount of detail, 
the auditor cannot be expected to audit the Cash 
Account in full; the treasurer is expected to do this 
detail work. It will be necessary, however, to make 
a number of exhaustive tests. In the regular theatres 
the tickets presented by the audience are torn by the 
doorkeeper and the seat coupon is retained by the 
s;>octator; the part retained by the doorkeeper bears 
the same seat number and date as the seat coupon. 
The cancelled tickets should be retained for a period 
so as to afford an opportunity for either external or 
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internal audit at some future time^ and they should 
be arranged by dates and in groups under each date 
according to the various prices of different sections 
of the house. The revenue reported for each day 
should equal the amounts determined by multiplying 
the number of tickets in each group by the group rate. 
All tickets should be numbered so that the entire 
capacity of the house can be accounted for; the unsold 
tickets must supply the numbers unaccounted for by 
the cancelled tickets. Allowance must, of course, be 
made for complimentaries, but all complimentaries must 
be properly authorized by the management. 

The income from ticket sales in moving picture or 
vaudeville houses, where the strip, or tape, ticket is 
used, can readily be verified. The numbers used during 
an entire season should be consecutively numbered. 
If such a plan is followed, the entire income can be 
verified by taking the number of the first unused ticket 
from the strip or roll of strip which was used last 
in the season. This gives the total number of tickets 
sold, and is to be multiplied by the ticket rate— or 
rates, if there are various strips for different sections 
of the theatre. There may be a free list, and proper 
deduction should be made therefor; the auditor must, 
however, secure the proper authorization for any free 
list. 

The admission charges of all theatres (except where 
there are personal guarantees), should be ample to 
provide for all expenses of management and operation, 
and for a profit. The auditor should see that proper 
provision h£ts been made for depreciation and all 
accrued expense (at the end of any period) and that 
nothing which rightfully belongs there has been omitted 
from the operations of a period. 
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IBS WmBEL AVBIT WOSPOMt 



An auditor's report is composed primarily of two 
general sections, the first being the text^ the second the 
statements. The report may be supplemented by a 
balance sheet certificate^ which is generally used by 
the client for publication or for inclusion in the annual 
corporation reports. 

The text section of the report should contain a very 
clear and spedific explanation of the results from opera- 
tionsy followed by a discussion of the balance sheet 
accounts. To this .should be added a paragraph out- 
lining the scope of the audit, followed by comments on 
the client's system of accounts and recommendations for 
its improvement, if necessary. The following sample 
will pMbably illustrate clearly the essentials of a good 
audit report: 
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BROWN, SMITH & COIffANY 
Certified Public Aooountants 



Chicago 9 February 15 , 1918 

Mr. Roman Patrician, President 
X. Y. Z. Uanufacturing Coapany 
Chicago, Illinois 

Dear Sir: 

As instructed, we have audited the books and accounts of the 
X. Y. Z. Manufacturing Compaxiy for the year ending December 31 » 
1917. We submit the following statements showing the results of 
operations, and the financial condition of the company at 
December 31, 1917. 

Balance Sheet at December 31, 1917 Exhibit I 

Profit and Loss Statement for the year ending 

December 31, 1917 Eid&ibit II 

Comparison of the Cost of Sales for the years ending 

December 31, 1916, and December 31, 1917 . . . Exhibit Ila 
Comparison of Selling and Administration Expenses for 

the years ending December 31, 1916, and DecesODer 

31. 1917 '. Exhibit lib 

CoBipiu*i8on of Balance Sheets, December 31, 1916, and 

Decentber 31, 1917 Exhibit III 

RESULTS OF OPERATIONS 

The surplus net profits for the year ending December 31, 1917, 
amounted to $350 , 000. 00 » an increase of $76,000.00 over the 
previous year. The following is a condensed summary of the 
operations for the past two years: 



raar •ndlng PvroanUcs Y«ar •adiac P«ro«iitas« 
D>e. 31. 1916 to Sal»s D»o. 31. 1917 



•SalMlMt) tl*260«000.00 .... ei,SOO»000.00 

D«4uct— Solllag «ad 

0«duot*^Zat«r#st on 

Bonds aad Loans . • . B.QOO.OO .4 

Siirplu. Mot Prof It . . j CTiSWiW 22-0 



The increase in sales during the year 1917 over those of the prior 
year was due almost entirely to higher prices obtained for the 
company's product. The following classification of sales by 
types of product fully reflects this fact: 



to Saloa 


1 Zndroaoo 


eo'.o 


9250,000.00 
IBQ.000.00 


40.0 


uoo,M-,w 


16.0 


20.000.00 


24.0 


1 50,000.00 


.67 
23.33 
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SAU8 1916 8IUB U17 



Unlta Prlet Value Oftlta Prlo» Vtloe V»li— 

. 900 tl.OOO 

.500 1,200 

CoMwdlty C . .200 1,950 



Do* to Om iflt 

XaercaMd toiiin—it ^rtal 

v»iu— pri#t- xaaBa 



rn— nilltj A . . 900 91.000 S 500,000 502 Sl.lOO t 682.^ S 2.^ t S«9S9 * S'Sfi 
CMOdlty B . . SOO 1)200 360,000 309 1,400 427,000 7,000 .g^OOO .fj^*^ 



390.000 210 2,480 _. ^'9^ 



The foregoing table Indicatea that t216,000.00» or 86. 4% , of the 
sales increase of 1917 was due to increased prices and that only 
13.6% was due to increased volume. 

\It is to be noted that the cost of sales for the year 1917 repre- 
sents the same percentage to sales as in 1916. This indicates 
that the costs went up in exact proportion to the increased sales. 
The rise in costs was due to increased prices paid for materials 
and to higher labor costs; these facts are clearly shown in 
Exhibit Ila. 

Compiu*ative unit costs on the various commodities sold during 1916 
and 1917 may be summarized as follows: 

com ttu cositf »i7 _ . 

Jfut to Inc. Oiw to IM. TtUl 
PhlU UftltCWt tPtlCot tttiU Pttlt Coft TqUI C^t an— Cot» IBOT— — 

CMMdlty A . . 800 • OO fSlB.OOO 002 « 063.38 1399,000 f 1.S98.T0 4 l<,f»S t 18.000 

0— cmff 8 . . 900 So 180.000 900 8B6.2B 270.000 1,428.^ »tS23S S'SS 

.'uwuillTj C . - aoa i^gm 28B.000 giQ i.Ai4.g8 2gT.00Q 14.142.80 __87'WT-tt »^ifiB 

■ rflg wBnBB rnfflF gg[^ iM;M!W niHiflHIg lUBiB 

This table indicates the following facts regarding production: 

The 1917 unit cost of Commodity A increased 5.3% over 1916. 
The 1917 unit cost of Commodity B increased 47.5% over 1916. 
The 1917 unit cost of Commodity C increased 10.9% over 1916. 

The increases in the costs of Commodities A and C are due entirely 
to normal increases in the prices of raw materials and labor. The 
large increase of 47.5% in the costs of Commodity B is due to a 
number of unusual conditions , chief among which are the following: 

1. The high duties paid on imported materials together with the 
extraordinary high prices thereof (the company's former 
supply, purchased before the war, having been entirely 
exhausted shortly after the beginning of the year 1917) . 

2. The extra heavy insurance, taxes, and freight paid on the 
expensive material Just referred to. 

3. The very high price paid for the extra skilled labor utilized 
in the production of this commodity (the greater porti^i of 
this labor having been imported from France, the company 
paying for the labor transportation). 
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These three factors alone aooount for over 40% of the Increased 
cost, the rest of the Increase being due to normally Increased 
labor and material costs. 

The selling and administrative expenses increased for the year 
1917 because of larger traveling expenses, higher salaries of 
travelers, heavier advertising, and larger federal income taxes. 
The details of these expenses as compared with the year 1916 are 
shown in Exhibit lib. 

BALANCE SHEET 

Cash— 161, 572. 34 

The Cash Account consisted of the following items: 

Cash in Bank $59,072.54 

Petty Cash Fund 1,000.00 

Salesmen's Traveling Funds 1,500.00 

The Cash in Bank was reconciled with the certificate obtained Xrom 
the banker and the Petty Cash Fund was verified by actual count. 
The traveling fimds in the hands of the salesmen were verified by 
certificates from the salesmen; these certificates were also com- 
pared with the last expense reports submitted by the salesmen. 

Notes Receivable* ■t2, 500. 00 

These notes from customers were inspected by us; none of them is 
past due and they are considered collectible. 

Accounts Receivable- -t75, 000. 00 

The lists of open balances prepared by the coaipany's bookkeepers 
were checked against the various Accounts Receivable Ledgers and 
all doubtful accounts were scrutinized and fully investigated. 
The accounts that appeared doubtful amounted to $2,100.00, 
against which there is an adequate reserve of $2,325.00. 

Inventories- -$281 , 725 . 00 

The inventories were all taken at cost, which was considerably 
lower than the market. The prices and extensions of the raw 
materials inventory ($95,000.00) were verified; the quantities 
were checked with the balances shown in the stores records, and 
tested by an analysis of purchases and materials used and by 
application of the inventory at the beginning of the period. 
We wish to suggest that the taxes paid and the insurance carried 
on stores be included as a percentage addition to the purchase 
price of materials rather than as a part of factory overhead. The 
inventory of goods in process ($103,000.00) was readily verified 
thru the complete records kept in the cost department. The 
Inventory of finished goods ($83,725.00) was verified by actual 
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count on January 20 » 1918, after aakins the necessary adjustaents 
for goods cospleted and sold sinoe the beginning of the year. He 
also obtained the general sanager's certifioate» which oorers all 
the inventories. 

Land— 120.000. 00 

Buildings- - t260 . 000 . 00 

Machinery and Factory Eguipaent— 1295,000.00 

Office Furniture and Fixtures— tg, 000. 00 

No additions to the Plant and Property Accounts were sade during 
the year ending Decesber 31, 1917. The deeds to hll the proper- 
ties were exaslned and we assured ourselves that there were no 
liens against these assets. It is our opinion that the reserves 
for depreciation (Buildings— $269000.00; Ifachinery, etc.— 
S44.000.00; Office Furniture and Fixtures— (1,000.00) are asple. 

Qoodwill— 1300.000.00 

There has been no change in this account since the cospany pur- 
chased the goodwill of the Reliable Uanufacturing Company. The 
excellent showing nade by your coapany fully warrants its reten- 
tion on the books in an undiminished fors and indicates the 
wisdom of the purchase. 

Prepaid Insurance— >600. 00 

The unexpired or prepaid insurance was verified from the insurance 
policies themselves; these were inspected at the office of the 
trustee for the bond issue. The total insurance in force on 
December 31, 1917, amounted to (760,000.00. 

Notes Payable- -(25, 000. 00 (Bank Loans) 

This account was verified by the certificate obtained from the 
banker. All cancelled notes for loans paid during the year were 
examined and were found attached to the vouchers covering their 
payment. 

Vouchers Payable— (44.873.00 

The list of vouchers payable was compared with the vouchers shown 
as unpaid in the voucher register and with the vouchers contained 
in the unpaid voucher file. We satisfied ourselves that all lia- 
bilities as at December 31, 1917» were taken up in the books. 

Dividends Payable— (40.000.00 

The declaration of this dividend was verified by an inspection of 
the minute book. The amount of the liability was further estab- 
lished by the payment of the dividend on January 10, 1918. 
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Aoorued Aooounts 



Taxes $169,016.02 

Interest on Bonds 2,600.00 

Interest on Loans 126.00 

The accrued liabilities for property taxes and the interest on 
bonds and loans were verified during the course of our audit by 
an inspection of the payments therefor. The accrued taxes set up 
to meet the provisions of the 1917 War Income and Excess Profits 
taxes are discussed more fully later. 

Ten-Year, 6% First-Mortgage Bonds— $100,000.00 

Capital Stock— >400, 000. 00 

There have been no changes in these accounts during the year. 
Qy an inspection of the trust indenture, we found that all the 
provisions thereof had been fully complied with. The capital 
stock, which was all issued in January, 1916, is still held by 
the original subscribers; the certificate book and the stock 
ledger were inspected by us. It should be encouraging to the 
management that so large a portion of the stock is held t^ the 
department heads and the employees of the company. The stock is 
distributed and held as follows: 



Officers . . . 
Department Heads 
Office Eo^)loyees . 
Salesmen 

Outside Investors 
Total . . . 



2,000 shares 


80% 


1,000 " 


25% 


200 " 


6% 


400 " 


10% 


400 " 


10% 


4,000 " 


100% 



SOURCES OF FUNDS PROVIDEP AND THEIR DISPOSITION 

The following summary will indicate the funds provided during the 
year under audit and the disposition made thereof: 

Funds were provided from the following sources: 

Surplus Net Profits for year ending December 31, 1917. $360, 000. 00 
Depreciation currently provided for SSlQOQ.QQ 

Which were applied and accounted for as follows: 

Dividends declared $ 40»000.00 

Excess Profits and additional Federal Income Tax pro- 
vided for 137,442.68 

Balance represented by increase in working capital as 

"""•^ '^'^ im^ 
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WORKING CAPITAL 



Partioulars 
Current Aasetg; 



Cash 

Notes Receivable 
Acoounta Reoeivable 
Inventories 



DeoeMber 31 



1916 



1917 



f 47,855.00 f 61,572.34 

2,700.00 2,500.00 

23,200.00 72,675.00 



Increase 

or 
♦Decrease 



13,717.34 

200.00 

49,476.00 



Deduct - -Current Liabilities : 



Notes Payable 
Vouchers Payable 
Dividends Payable 
Acorued Accounts 



. . fllO,000.00 f 25,000.00 
. . 95,000,00 44,875.00 
40,000.00 

_ • • ^^^ MMM 

Balance— Net Working 

Capital •• % 60.600.00 S146.967.32 

**Defiolenoy of working capital or excess of current 
over current assets. 



*$ 85,000.00 

♦ 50,125.00 

40,000.00 

liabilities 



PROVISION FOR FEDERAL INCOME AND EXCESS PROFITS TAX 

According to the provisions of the Federal Incoae and Excess 
Profits tax laws, your company sust pay an excess profits tax 
asountine to $137,214.02 and an incoae tax amounting to 
|13,601.00. These aiaounts were coaputed as follows: 

Invested Capital > January 1, 1917; 

Capital Stock and Surplus $675,000.00 

Add— Reserve for Income Tax (not deducted in 1916 re- 
turn) 5.610.00 

Reserves for Bad and Doubtful Accounts (both of which 
■ay be added to detersine the invested capital, 
since they are not deductible in coaputing the In- 
cose tax) 1,800 ,00 

Your net income for the year amounted to $350,000.00. To this 
must be added the amount of the reserve created for income taxes 
during 1917, or $13,372.34. From the sum of the two we have 
deducted the bad debts actually written off during the year 
($1,275.00) and have added the reserve for bad debts created dur- 
ing the year ($1,800.00); the result, or $363,897.34, is there- 
fore the net income subject to the Excess Profits and Income taxes. 
The computation for the Excess Profits Tax is as follows: 
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Becaose the war Excess Profits Tax is an unusaal and extraordinary 
expense, deterslnable only after the net profits of the year hare 
been ascertained, the liability therefor and the liability for 
the additional asount of incoae tax resulting f roa the cosputation 
($228.66), have been set op out of the Surplus Account. The 
aaount thus charged to Surplus (fl37,442.68) is accounted for 
as follows: 

Excess Profits Tax (as above) fl57,214«02 

Federal Income Tax f 13, 601. 00 

Deduct— aaount already reserved during 

the year 13,372. S4 



The total of accrued taxes shown in the balance sheet in two 
amounts (fl37,442.68 and 121,672.34) is cosposed of the following 
itess: 

Excess Profits Tax (provided out of Surplus) . . . fl37,214.02 

Additional Federal Income Tax (provided out of Sur- 
plus and resulting from computation after apply- 
ing the Excess Profits Tax) 228.66 

Federal Income Tax reserved during the year • • • 13,372.34 

Property taxes reserved during the year • • • 



iigl:8g8;^ 



scon OF AUDIT 

Besides the work already indicated in this report, we checked 
all the general ledger postings, vouched the disbursements, and 
examined the vouchers therefor, for the months of January, April, 
August, and December, 1917. We verified the footings of the 
voucher register for these same months, examined the factory 
and office pay rolls for the months of January and December, 1917, 
inspected all Journal entries, including the customer's allowance 
Journals, and made a detailed examination of the records of the 
cost department. We found the cost system very efficient and 
properly tied up with the general books. 

In conclusion, we wish gratefully to acknowledge the courtesies 
extended by your organization to our representatives during the 
course of the audit. 

Yours very truly, 

BROWN, SMITH & COUPANY, 

Certified Public Accountants 
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Escblblt II 

X. Y. Z. IIANUFACTURIMQ COMPANY 

PROFIT AND LOSS STATEIIENT 
For the year ending Deoeaber 31 9 1917 

Sales (gross) $1,615,000.00 

Deduct - -Discounts allowed 1S,QQQ,QQ 

Net Sales $1,500,000.00 

Deduct- -Cost of Sales (Exhibit Ila) : 

Direct Labor $300,000.00 

Materials Used 460,000.00 n 

Manufacturing Overhead .... y ISO.OQOlQQ 9QQ.QQQ.QQ 

Gross or Manufacturing Profit S 600,000.00 

Deduct--Selling and Administrative Expenses (Exhibit lib): 

Selling Expenses: 

Advertising . . . t 50,000.00 
Salaries and Traveling 

Expenses . 97,000.00 
General Expenses 5,000.00 S160,000.00 

Administrative Expenses: 

Executive Salaries . % 48,200.00 
Federal Income Tax . 13,372.34 
Clerical Salaries 17,427.66 
Reserved for Bad Debts 1,800.00 
General Office Expense 9,200.00 90.00Q.QQ 240,000.00 

/ Net Profits from Operation 9360,000.00 

Deduct— Interest; 

On Bonds 5,000.00 

On Loans £»flQILflQ lO.QQQ.QQ 

Surplus Net Profits (carried to Balance Sheet, 

ExMbitI) tSBO.OOO.Oa 
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Exhibit lla 



X. Y. Z. IIANUFACTURIHQ COUPANY 

COMPARISON OF THE COST OF SALES 

For the years ending Deceiiber 31, 1916, 

and Deceaber 31 1 1917 



EMplmDMliask 


1916 


1917 , Xaereaae 


LP^rCaati 
•f 

laoraaae 


llaUrlals UMd 

Dlr«at Labor 

Suparlntandane* . 

Indiraot Labor 

Dapraciation: Buildings 
Machlnary 

Inauranca : Boi Idlngs 
Machinary 
Storas 

Taxaa: Buildings 
Uaehlnary 
Storaa 

Light, Haat, and Povar 

Building Rapaira 

llaohinary Rapaira 


; $365,79(^.00 

243,60(^.00 

8,275.00 

35,080.00 

12,500.00 

22,000.00 

2,000.00 

2,300.00 

680.00 

2,445.00 

2,960.00 

2,340.00 

40,470.00 

5,750.00 

5,850.00 


$450,000.00 

300,000.00 

10,100.00 

38v000.00 

12,500.00 

22,000.00 

2,000.00 

2,300.00 

1,000.00 

2«500.00 

3,000.00 

2.700.00 

42,000.00 

6,000.00 

5,900.00 


$86,250.00 

56,400.00 

1,825.00 

2,920.00 


: 23.7 

< 23.2 

22.0 

8.3 

47! i 
2.3 . 

1.4 

15.4 

3.8 

4.3 

.9 




' ***326'.66 

55.00 

40.00 

360.00 

1,530.00 

250.00 

50.00 


Totala 


1 1750,000 00 


$900,000.00 


$150,000.00 


20.0 



COUPARISON OF UNIT COSTS 
Comodity A 



' 


1916 




1917 


' 




Salee-500 Unite 


Salae—502 Unite 


Unit 


Explanation 










Inoraaei 
or 

*Deorea8f 


Coet 


Unit 


Coet 


Ikit 






Coet 




Coat 




liatariala VB9d 


$152,000.00 


$304.00 


$160,000.00 


$318.72 


$14.72 


Diraot Labor 


95,500.00 


191.00 


101,000.00 


201.20 


10.20 


Snparintandanea 


3^325.00 


6.65 


4,200.00 


8.37 


1.72 


Indiraot Labor 


13,380.00 


26.76 


16,200.00 


32.27 


5.51 


Dapraciation: Buildings 


6,100.00 


12.20 


6,100.00 


12.16 


• .05 


Mkohinary 


11,100.00 


22.20 


11,100.00 


22.11 


• .09 


Inauranca: Buildings 


1,040.00 


2.08 


1,040.00 


2.07 


• .01 


llaohinary 


1,276.00 


2.56 


lr275.00 


2.54 


• .01 


Storas 


270.00 


.54 


270.00 


.64 




Taxes: Buildings 
Uachinery 


1,200.00 
1,460.00 


2.40 
2.92 


1,255. QO 
1,500.00 


2.50 
2.99 


.10 
.07 


Stores 


840.00 


1.68 


900.00 


1.79 


.11 


fe»^ii»,isi^*' 


21,700.00 
2,810w00 


43.40 
5.62 


22,000:00 
3,060.00 


43.82 
6.10 


.42 
.48 


Haehinary Repairs 


3,000.00 


6.00 


3,100.00 


6.18 


.18 


Totols 


$315,000.00 


$630.00 


$333,000.00 


$663.35 


$33.35 
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Exhibit Ila (Cont'd) 
Z. MANUFACTURING COIiPANY 



cohparison of unit costs 

Conaodity B 





1916 


1917 


Unit 
Increase 

or 
*Decrea»BL 


Explanation 


Sales— 300 Units 


Sales— 305 Units 


Cost 


Unit 
Cost 


Cost 


*Unit 
Cost 


Materials Used 


1 88.750.00 


1296.83 


1140,000,00 


•459.02 


$163.19 


Direct Labor 


76,100.00 


253.67 


110*000,00 


360.66 


106.99 


Superintendence 


2,200.00 


7.33 


3*000.00 


983 


2.50 


Indirect Labor 


5,000.00 


16.67 


9.000.00 


29.51 


12.84 


Depreciation: Buildings 


1,000.00 


3.33 


1,000.00 


3.28 


• .05 


llaobinery 


2,000.00 


6.67 


2,000.00 


6.56 


• .11 


Insurance: BulIOings 


4o:oo 


.13 


40.00 


.13 


* ' % 


Machinery 


86.00 


.28 


85.00 


.28 




Stores 


200.00 


67 


500.00 


1.64 


.97 


Taxes: Buildings 


126.00 
260.00 


.42 


125.00 


.41 


• .01 


Machinery 


83 


250.00 


.82 


• .01 


Stores 


750. 0€ 


2.50 


1,000,00 


3.28 


.78. 


Light, Heat, and Pover 


5,600.00 


11.67 


5,000,00 


9.83 


• 1.84 


Building Repairs 
Ulchinery Repairs 








<*••..•■ 














Totals 


$180,000.00 


1600.00 


1270,000.00 


$885.25 


$285,25 

V 



ConodityC 



Explanation 



Materials Used 

Direct Labor 

Superintendence 

Indirect Labor 

Depreciation: Buildings 
MaohilSery 

Insurance : Bui Idings 
Machinery 
Stores 

Taxes: Buildings 
Machinery 
Stores 

Light. Ifeat, and Power 

Building Repairs 

Machinery Repairs 



Totals 



1916 
Sales— 200 Units 



Cost 



$123»000.00 

72,000.00 

2t750.00 

16,700.00 

5,400.00 

6,900.00 

920.00 

940.00 

210.00 

1,120.00 

1,250.00 

760.00 

15,270.00 

2,940.00 

2,850.00 



$256,000.00 



Unit 
Cost 



616.00 

360.00 

13.75 

83^50 

27.00 

44.50 

4.60 

4.70 

1.06 

6.60 

6.25 

3.75 

76.35 

14.70 

14.25: 



$1,275.00 



1917 
Sales— 210 Units 



Cost 



$150,000 

89,000 

2,900 

12,800 

5,400 

8,900 

920 

940< 

230, 

1,120. 

1,250 

800 

.17,000 

2,940 

2,800 



$297,000 
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Briiibit lib 
Z« T. Z. ilAMUFACTtmZllG COUPANT 

caitBisasm or selling aid admhhstration e^enses 

For th« yeaors •ndlng D»e«aber 31, 1916, and December 31, 1917 
SELLING EXPENSES I 



Eiplanatlon 


1916 


1917 


Increase 


Salarlas of Salesasn 

Of f ioe Salaries 

Traveling Kxpenses 

Advertising 

**Portl<»i of General Expenses 


« 60,000.00 

3,000.00 

37,000.00 

45,000.00 

2,000.00 


» 64,000.00 

3,600.00 

39,500.00 

50,000.00 

3,000.00 


t 4,000.00 

500.00 

2,500.00 

5,000.00 

1,000.00 


ToUls 


1137,000.00 


tl50,000.00 


f 13,000.00 



^^Inclttdes office supplies and stationery, depreciation, 
insurance on office furniture and fixtures, telephone, telegraph, 
and postagS' 



ADMINISTRATION EXPENSES 












Increase 


Explanation 


1916 


1917 


or 
•Decrease 


Executive Salaries 


148,700.00 


148,200.00 


n 600.00 


Reserves for Bad and Doubtful 








Accounts] 
Clerical Salaries 


1,800.00 


1,800.00 


..... 


17,890.00 
6,^0.00 


17,427.66 


* 462.34 


Federal Incoae Tax 


13,372.34 


7,762.34 


General Office Esq^enses: 








Stationery and Office Supplies 


3,600.00 


3,600.00 


. 100.00 


Telephone and Telegraph 


2,260.00 


2,200.00 


• 50.00 


Postage 


1,760.00 


1,800.00 


50.00 


••Depreciation Office Furn.a» Fixt. 


410.00 


410.00 




Insuranoe 


26.00 


26.00 


• » . . . 


Miscellaneous 


1,066.00 


1,166.00 


100.00 


Totals 


183,000.00 


190,000.00 


f 7,000.00 



••$90.00 additional depreciation is included under the caption 
"Portion of General E3Q)en8es" under Selling Expenses. 
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CHAPTER XXXTX x 

THX AUBntOBV RXPOBTs VnULT IT 8HOULB COVMKL 



An auditor is not justified in assuming that the 
management of a company is fully familiar with the 
entire operating details revealed by the company's 
accounts and that therefore it needs no detailed report 
of operations and financial position. The manager of 
an industry is generally so engrossed with executive 
duties that he finds little time to make a careful analysis 
of the accounts; it is for this reason that he engages 
the public accountant to audit the affairs of his com- 
pany. He expects the auditor to show him how and 
why the operating results reported in the books are 
correct. He wants to know the causes for increased 
costs, the reasons for larger or smaller profits, and 
just where the company stands financially. He is inter- 
ested in knowing whether the profits were reinvested 
in fixed assets or whether they served to increase the 
company's working capital. And, finally, he is inter- 
ested in knowing whether the accounting department, 
which he intrusted with the important function of 
reflecting truly, in the books, the results of operations 
and the financial position of the company, is doing 
its work efficiently. 

The two questions uppermost in the manager's mind 
at the end of the fiscal period are: How much profit 
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has the company made? and. How were the profits 
made? The auditor should therefore begin his report 
with the subject of greatest interest to the manage- 
menty namely, the Beeults of Operations. Under this 
oaption he should indicate clearly tiie factors that led 
to enhanced profits; iiiis can best be done by^ compar- 
ing the current year's operations with those of the prior 
year. If sales have increased, the auditor should show 
how nmcii of the increase was due to larger volume 
and how much to higher prices obtained for the com- 
pany's product The x>eroentages of costs, gross profits, 
selling and administrative expenses, net profits from 
operations, interest, and surplus net profits to sales 
should all be dearly indicated and the ehanges reflected 
in detail in whatever subsidiary exhibits are deemed 
neMMary. The text of the report should not be 
burdened with these details, but should outline in sum- 
mary form the various changes that have occurred, 
aeoompanied by interpretative comments. 

Tke nature of the balance sheet accounts should be 
briefly diaenseed with reference to their composition 
and the mettuxis employed for their verification. The 
manager is naturally interested in knowing that the 
assets and liabilities have all been properly accounted 
fwr and that they have been correctly valued for bal- 
ance sheet purposes. 

An application of funds statement is of great value 
in indicfiting the sources from which funds were pro- 
vided and their disposition; in the statement one may 
readily see whether the profits and otiier funds were 
utilieed to increase the working capital or whether they 
were uMd for makiDg additions to capital assets; the 
growth or decrease iu working capital as compared 
to any prior date is also revealed. Without a knowl- 
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edge of the amount of working capital available for 
futare operations, no intelligent planning can be done. 

The Federal Income Tax laws, supplemented by the 
Excess Profits Tax legislation, are open to so 
many interpretations and are sometimes so vague 
that their application to a given situation is often beset 
with numerous troublesome diffieulties. The auditor 
must mate a thoro study of these laws; without full 
knowledge he cannot hope to interpret correctly the 
accounts of any business organization. The liability 
f^r the tax must appear in the books and the auditor 
must know that the liability haa been correctly set up. 
Because of the ccxi^lexity of Federal Income Tax 
legislation, the auditor should indicate clearly, in the 
text of his report, how ibe liability was ascertained; the 
company's manager is not supposed to be a tax expert. 

The regular Federal Income Tax liability should be 
provided for currently each month and should be 
included as an operating expense; it is a tax on net 
income, and since net income from each month's ppera^ 
tions should be known, the tax thereon should be 
included as an additional monthly diarge. No provi- 
sion can, however, be made currently for the Excess 
Profits Tax; the tax is based on the entire net income 
for a year related to net income during the pre-war 
period (the years 1911, 1912, and 1913) and is calcu- 
lated by subdividing the entire net inccmie into so-called 
'* brackets'' which represent percentages to invested 
capital and the increments of income subject to vary- 
ing rates of taxation. To provide for this tax liability 
monthly, would involve a great amount of calculation 
which might be all nullified by the final results. The 
Government's intent is to tax the final result of 
normal operations; to include the tax aa a ooet will 
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introduce an elenent in price making which will distort 
the profits as compared to pre-war pn^ts. 

The legislation is in reality unfortunate from the 
public point of view. Every manufacturer and every 
business enterprise that can, will increase its prices 
by an arbitrary estimate so that the tax may be recov- 
ered thru sales with the inevitable result (as in the 
case of all taxes on industry) that the consumer will 
pay the tax. The increased prices due to the estimate 
of Excess Profits Tax will in turn increase the profits 
for the ensuing year, so that each succeeding year 
the public may expect to pay more. A tax of this 
kind, unless supplemented by maximum price legisla- 
tion, is not a tax on business but a tax on the consumer; 
the business proprietor and the manufacturer will shift 
the tax in the same way that all other taxes are shifted. 

Since the Excess Profits Tax cannot be definitely 
known until the year's net income has been determined, 
the liabilily for the amount should be provided out of 
surplus or undivided profits. It should not be regarded 
as a current operating charge, since it is a tax on the 
result of an entire year's operation* The Excess Profits 
Tax law has further complicated the determination of 
the Federal Income Tax. The amount of Excess Profits 
Tax is deductible from net income and the income tax 
is computed on the remainder; the amount set aside 
during the year as income tax liability may therefore 
be entirely wrong and will need adjustment. One can 
readily see that an auditor may be of great service to 
a client, by showing clearly the computations that are 
necessary in fixing the tax liability ; and, since it appears 
inevitable, under our present system of industrial organ- 
ization and taxation, that the consimier must pay all 
taxes, the auditor may well advise Ms client to provide 
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currently for all Federal taxes and construct his reserve 
therefor on a basis of taxation in past years; in other 
words, to baae his estimates on the combined Excess 
Profits and Income taxes of past years (guided, of 
course, as far as possible by the relation existing 
between resnlts of the current year and operations 
during past years). 

The exhibits, or schednles, in an auditor's report 
are as important as the text The balance sheet indi- 
cates the financial position of a concern and the 
accumulated resnlts of operation; it should be logically 
grouped, preferably in the order of current realiza- 
tion and liquidation. The management is not primarily 
interested in the fixed assets and liabilities; these are 
more or less nnchanged by current conditions. But 
there is a decided value in knowing what a^ets are 
readily convertible into cash, what immediate liabili- 
ties must be paid, and how much is th^i available to 
provide for current expansion. The group of aooounts 
entitled '^Current Assets'' should represent only assets 
that are being constantly converted into cash. If we 
include thereunder. Cash, Notes Beceivable, Accounts 
Receivable, and Inventories we are observing the idea 
of convertibility fnlly. Cash is used to pay liabilities 
which were probably largely incurred to provide inven- 
tories; inventories are converted into accounts receiv- 
able, and these in turn are converted into cash. There 
is an uninterrupted process of conversion. 

The more or less fixed assets and liabilities should 
appear next in the balance sheet. These accounts indi- 
cate the character of an industry's permanency just 
as the current assets and liabilities indicate its inunedi- 
ate strength. The deferred expenses should come last, 
sinc^ these in reality are not assets at alL Their 
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value on the balance sheet is dependent npon the 
preceding groups of assets which establish the per- 
manency of an organization; it is this very basis of 
permanency, insuring the continuation of operations, 
which gives value to the deferred items that are to 
be chained against future operations. 

After all the assets and liabilities have been included 
on the balance sheet, the remainder, which is in reality 
the most important group of accounts, represents the 
net worth of the company or business. It is essential 
that the accounts indicating net worth be in one group 
and that the group total stand out clearly in one 
amount which, when added to the liabilities, will bal- 
ance the total assets. Net worth is not a liability; it 
represents the capital contributed and the accumulated 
results from operations. It must therefore be the 
excess of assets over liabilities, and it indicates the real 
financial strength or power of an organization. It 
shows what the investors or the stoddiolders have 
accomplished by the use of their capital, and the pres- 
ent value of their contributions; it indicates the amount 
available as rewards for the risk of investment (divi- 
dends or profits) and the amount which ought to be 
retained in the business as a protection to their capi- 
tal. Net Worth is such a distinct account that it 
should always be expressed on the balance sheet in 
this form. The English balance sheet construction 
on the credit side suffers particularly because it fails 
in this essential, beginning as it does with capital stock 
and ending with the surplus, thus separating the two 
accounts which establish not only the net worth of 
the business but the value of the proprietary interests. 

The second exhibit in an auditor's report should be 
the profit and loss statement for the period reviewed. 
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Tliis should indicate gross sales, dedn^ons from sales, 
net sales, the component elements of the cost of sales 
(and the total thereof), gross profits from operations, 
selling and administration expenses, net profits from 
operations, deductions for interest paid or inonrred 
(which represents a sharing of net profits from opera-, 
tions with those who have furnished some of the operat- 
ing capital), and finally the surplus net profits to be 
carried to the Surplus Account. Unless the percentages 
to sales of these various operating factors aiid results 
have been indicated in the report, they should be shown 
in the profit and loss statement 

Whenever necessary, the profit and loss statement 
should be supplemented by details of the cost of sales 
and the seUing and administration expenses. Wherever 
possible, the subsidiary exhibit for the cost of sales 
should be augmented by a comparison with prior year 
or years, so as to indicate clearly changes in imit costs 
or, if unit costs cannot be shown, changes in the various 
operating costs. It is only thru comparisons of this 
kind that changes in operations can be interpreted and 
traced intelligently. It may not always be possible for 
the auditor to offer the proper suggestions to remedy 
weaknesses revealed thru such comparisons, but if he 
has shown where the defects are and what they are, 
he has given the management all the clues necessary 
for a thoro investigation. The changes in costs and 
expenses should, of course, be refiected by and agree 
with the comments in his report 

The last exhibit may be a comparison of balance 
sheets (in summary form). Thru this comparison the 
changes in working capital indicated in the applica- 
tion of funds statement of the report will be sub- 
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stantiatedy and in general the increajste or decrease in 
financial strength will be revealed. 

Public accountants are coming to use, more and more, 
either percentages or charts to indicate the compari- 
sons between operating factors or the relations exist- 
ing between income and expense. Charts may be used 
advantageously when comparing results and operations 
over a long period of time, or in analyzing these in 
detail by months or shorter periods during a year. 
For example, monthly sales could be conveniently 
charted with monthly selling expenses an^ production 
with production costs. Such charts might in some 
instances appeal more strongly than a schedule prepared 
on a percentage basis, altho the latter would reveal the 
same thing. The whole matter is really one of psy- 
chology; a practical business man may pifefer per- 
centages, the imaginative mind prefers a picture or 
a chart. In making use of these the auditor should 
be guided largely by the type of executive to whom 
he is reporting. No one, however, will deny that 
an audit unaccompanied by either is inadequate and 
unsatisfactory. 
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OWngRATi CNIMBIBKKATIOIIS 

The Wobking Pafbbs 

The proper disposition and arrangement of the audi- 
tor's working papers are matters which have engaged 
the minds of public accountants for some time. The 
working papers must be preserved intact and should 
be so arranged and indexed that any section of them' 
can be made accessible. The small audit offers no 
difficulties and the following procedure is recommended : 

1. Arrange all working sheets aecordmg to the aeoounts 
with which they deal. 

2. Oroup all the working papers according to the 
arrangement and order of the accounts as they appear 
la the balance sheet and the profit and loss statement. 
Thus the papers covering the cash count and cash in 
bank would come first la the file. These would be fol- 
lowed by the schedules and papers referring to notes 
receivable, etc., thru the balance sheet accounts. Under 
the profit and loss accounts the arrangement would pro- 
vide first for the general schedules and second for the 
subsidiary schedules; for example, the cost of sales 
aecount section would first cover the general schedules, 
but under each general schedule should be found the 
information contained in the auditor's subsidiary state* 
ments or exhibits relating to the cost of sales. 

325 
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3. Index all the papers on a sheet or sheets placed on top 
or in front of th«-i^|jtire set of working papers. The 
index should be arranged "ft^^rding to the accounts as 
indicated above, and the working papers should be num- 
bered consecutively. The index should indicate the kind 
of information contained in each paper. 

4. Every working paper or sheet should be initialed by the 
accoimtant who prepared it, so that responsibility for 
all the work may be properly allocated. A summary of 
the work of each accountant might be conveniently 
placed below the index. This will be of aid in making 
assignments when the same accounts are again audited. 

5. The papers, if not too voluminous, should all be fastened 
together, or placed in a folder or pouch, and filed away 
in alphabetical order. At the same time the file clerk 
should prepare a card indicating the date when the 
audit was started and when it was completed. This card 
may be placed in a tickler file (arranged by dates) and 
will serve to inform the auditor when the audit will come 
up again, thus aiding him in making the proper assign- 
ments to the members of his staff. If the card also indi- 
cates the senior in charge of the engagement and his 
assistants, it will be possible to assign the same force 
to the next audit. 

The working papers on some engag^oients are so 
volmuinous that they cannot be handled in a regular 
file; whenever this is tnie^ the papers should be placed 
in large cardboard boxes arranged according to indices, 
the latter to be placed in the regular files. The papers 
may well be arranged in logical groaps with a separate 
index for each group. Index tabs shoqjd be used to 
indicate the various groups m the box, and the group 
prefix should be shown on each working paper so as 
to prevent misfiling. 
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The Conduct of an Audit 

After an engagement has been obtained by the audi- 
tor, he shonid prepare an engagement memorandnnr 
containing the following information: 

1. Name of client. 

2. Client's address. 

3. Client's telephone number. . 

4. Work arranged for by Mr with Mr ^ 

(of the client's office). 

5. Beport to be addressed to Mr (title). 

6. Account to be charged to 

7. Nature of business. 

8. Nature of audit or examination. 

9. When to start. 

10. Estimate of time required. 

11. Staff requirements. 

12. Bates : Senior in charge. 

Juniors. 
Firm members. 

13. Beport expected (date). 

The senior to take charge of an engagement should 
know of the work about a week before it is to start, 
so that he may get together any working papers (if 
the accounts were previously audited) and so that he 
may provide his assistants. He should bear with him 
a letter of iritroduction to the proper official in the 
client's office, and should impress upon his assistants 
that any matters to be taken up with tiiie client are 
to be referred to him. 

The auditor in charge of an engagement should pro- 
vide himself with time reports on which to report the 

22 
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time of himself and assistants; these reports should 
indicate not only the hours devoted to the woi± eadb 
day but the nature of the work as well. If the engage^ 
ment is out of the dty, he must also take with him a 
suffident number' of expense reports. The auditor 
should at all times be polite and defereiitial He 
should introduce his assistants properly and should 
request introductions for himself and assistants to the 
various officials and accountants with whom he and his 
staff will have relations. Diplomacy and tact are neces- 
sary to establish the proper attitude in the minds of 
the bookkeepers or accountants whose work is being 
audited; it is always wise to make the client's employees 
feel that their assistance is appreciated and that they 
know their business.' ' If there is something radically 
wrong with the system of accounting, the dient him- 
self rather than his office force should be informed 
thereof. The auditor should ask only such questions 
as are absolutely necessary; he should learn to dig in 
and to determine things for himself. He should never 
jump at oondusionSy but reserve his judgments until 
he has investigated every phase of a situation thoroly. 
He must not get into that frame of mind whereby he 
thinks every error the work of a **crook'' or an incom- 
petent; he should be lenient, patient, and constructive 
in whatever advice he may offer. 

It is important that the auditor and his staff have 
a proper place for work, preferably in a room sepa- 
, rated from the general office. This provided, the audi- 
tor should next familiarize himself and staff with the 
bo<^ of account and immediately distribute the work. 
This will require the exerdse of considerable judg- 
ment| for work should be divided according to the 



Digitized by 



Google 



General Considerations 329 

various special abilities of the assistants. Some of 
the acconntants may be adepts at cost and mannfao- 
turing problems; others may have a special knack for 
inventory verifications. Some may be expert in analysis 
and in the examination of vouchers; others may 
be especially rapid and acenisate in verifying footings 
or checking postings. The auditor should, o^ course, 
give thought to these things even before he starts an 
audit, so that as little time as possible will be consumed 
in making the assignments. 

All schedules prepared by the auditor and his aasiBt- 
ants should agree in amounts with the figures he uses 
in his report and statements. Any differences between 
the accounts per books and the amounts indicated in 
the auditor's report should be rfconciled and explained 
in the working papers. Before leaving the client's 
office all the papers must be in order and no questions 
left unanswered ; it is very embarrassing for an auditor 
after he has said good-bye to come back and confess 
to his client that he has overlooked some matters or 
desires further information on others. 

During the course of an audit, the senior in charge 
should not neglect to make copious, clear notes on any 
matters which deserve further scrutiny or which should 
receive mention in the report If these notes are clear 
and all the working papers in order, it will be a fairly 
easy task to write the report and to prepare the 
exhibits. Whenever possible, the report and the exhib- 
its should be prepared at the client's office. It is often 
difficult to convince a client that some work must be 
done after the auditor leaves the engagement, and con- 
sequently he may object to passing the auditor's bill 
when the charge is in excess of the time actually put 
in at his office. 
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PBBPABATIOK OF THB BBPOBT 

The report and statements should always be prepared 
in rough form by the senior in diarge of the work; 
he is familiar with the entire situation and is more 
competent to emphasize the essentials than a member 
of the auditing firm. A firm member diould, of course, 
pass on the final form of the report and should advise 
with reference to diction. Many good seniors have 
resigned their positions because of unjust criticisms 
and rebukes from fiim members, having certain hobbies 
or pet phraseologies. The general policies of a firm 
with reference to report construction should assuredly 
be followed, but not to the point of excluding all indi- 
viduality on the part of the senior. 

The report should be filled with essentials and the 
client should not be told a great many things that he 
knew possibly years before thd auditor began to prac- 
tice. The client should receive credit for possessing a 
fair degree of intelligence, and his time should not be 
consumed with a host of elementary explanations that 
imply an ignorance of his own business. Again, if a 
client has engaged an auditor to investigate only a 
certain phase of his business, it is absurd to foist on 
him a report which discusses in addition many things 
on which no information is desired; there is no need to 
be presnmptious nor to endeavor to impress the client 
with the vast wisdom of the auditor. The two most 
important things for any auditor to learn, whether he 
be a senior accountant or the member of a firm, is 
modesty and the conviction that no man has a patent 
on knowledge. If these two qualities axe coupled with 
intelligence and ability, the high and dignified profession 
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of public accounting will speedily receive wider recog- 
nition and bring honor to its votaries. 

The Ftjtxjbb op the Pbofessiok 

It is highly encouraging to members of the profes- 
sion that solid progress is being made thruout the 
United States in legislation looking ^wards the devel- 
opment and elevation of public accounting. Nearly all 
the states now have Certified Public Accountants laws, 
and altho some of these are inadequate, pressure from 
without will in time raise all to a uniform standard. 
The great work of the American Institute of Account- 
ants along this line cannot be too strongly commended; 
many states are already adopting the Institute examina- 
tions, and it is hoped that all will follow. These devel- 
opments will, we hope and believe, very soon drive the 
charlatan from the profession and make it impossible 
for anyone to practice who does not possess a recog- 
nized certificate or who is not employed by a firm or 
individual possessing such a certificate. It is as fool- 
hardy to permit an incompetent to audit books and 
give advice to business men as it is to employ a 
** quack'* to heal our physical ills. 
^ The leading universities and many good correspond- 
ence schools are also doing a great deal of commend- 
able work in preparing men for the profession. It is 
to be hoped that the American Institute of Accountants 
will aid these schools in the establishment of adequate 
curricula by supplying them with proper advice regard- 
ing tests and instruction. The schools themselves can 
aid by offering better remtmeration for accountancy 
instruction. The government too is emphasizing the 
importance of good accounting and is giving more and 
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more recognition to the public aiMSonntant's services. 
These and many other facts and tendencies yLead ns to 
believe that those who are capable and willing to meet 
fully the demands of public accountancy will find oppor- 
tunity for the development and application of their 
talents and energies in a profession which can be con- 
fidently expected to wield a profound influence over 
every phase of the commerce aad government of liie 
world. 



Digitized by 



Google 



INDEX 



Abstract of titter 44 
Accessory Mle* account, 276 
Account, cash, 7-16 

dasstflcatlons, telephone compan- 
ies. 844 

investment, securities, 84~S9 

notes recelTabl^ 16-17, 20 

pet^ cash fund, 18 

profit and loss, 41 

surplus, 4-6 
Accountinx systems. Interline, rail* 

Accounts, accrued, sundry, 100-102 

analysis of. 171-88 

bad, 14. 21-22 

classification of, 179 

disputed, 21 

offlcers' and employees, 18 

old, i^ysicians', 268 

on accrual basis. 04-95 
Accounts payable. 89-98 

ledger, footing. 189 

liability. 188 

past due. interest on. 176 
AccounU receivable. 20-28 

assets, 180 

business brolcers. 282 

cash receipts, 14 

department stores, 268 

ledger. 20. 189 

model audit report, 807, 810 

reoords. 17 

subsequent sales. 146 

valuaaon of. 112 
Accrual basis for accounts. 94-95 
Accrued accounts, model audit re- 
port. 809-10 

accounts, sundry. 100-101 

assets, 81 

expense, theatres, 808 

expenses. 166 

interest. 17. 96-97, 121 

liabiUUes. 94-102 

taaes, 99-100 ; model audit report, 
812 

wag^BS and salaries, 98-99 
Accumulated profits, 129 
Administration and general eoEpenses. 
46. 172. 187 

model audit report, 810 
Administrators, of estates, 289-90 
Advance payments, 29 
Advertising account, 277 

expense^ 171-72. 187 

income, 202. 206. 244 

prepaid, deferred eharga. 69-70 

sun^Hes, inventory. 69-70 
AgenS. 240. 242-48. 275 



Aggregate salea, for inventory, 29-80 
Allowance reoords, footing, 189 
Allowances, 14, 28, 149, 178-76, 198. 



277 



American Institnta of Accountants. 

881 
Analysis ledgers, 179 
Analysis of accounts, 179-88, 817 

operations, 6 

paper. 188 
Annui^ method, for depreciation. 

Application of funds statement. 818 
Appraisal, of machinery. 68 
Appraised values, as selling price, 81 
Appropriation accounts, municipal, 
281-88 

universlUes. 294 
Appropriations, municipal. 280 
Architects. 269-70 

Arrangement of working papers. 826 
AssesKnents, municipal taxes, 284 
Asset aooounU. municipal, 286-86 
AsseU. accrued, 81 

breweries, 262 

business forolcers, 282 

covered in audit. 186 

current, 88 

current, hypothecated, 142-48 

current, securities, 88 

estates, 290-92 

fixed, 88, 44-68, 88. 120 
inflated, 81 
89€ aJao Fixed assets. 

for construction work. 48 

In balance sheet audit, 4-6 

In complete audit, 6 

Intangible. 78-88 

Insurance companies, 284, 289 

notes, 16, 19 

numbered, 166 

Qbsolete. 81 

organisation and promotion ex- 
penses, 66-67 

partnerships, 129-80 

schedule of. 179-82 

timber companies, 248 

treasury stock. 132 
Assignment of assistant auditors. 

828-29 
Association memberships, deferred 

charges, 76 
Asylums. 802 
Audit, accounts payable ledger, 89-92 

balance sheet, 4-6 

balance sheet aooounts, 7-144 

cash, 14 

completOb 5, 11 



833 



Digitized by 



GoogJ^ 



334 



Index 



oondaet of. S27-41 

oontlnuous, 6-6 

r^ort, model. S04-lt 

value of. 2-S 
Auditlnc. coBBtructlve aide^ l-4i 

deflned. 1-8 

future of. SSl-83 

object. 2 
Auditor's balance aheet atatement. 17 
Auditor's liability, special egamfna* 

tioii. ( 
Automobile manufacturera. 27S-78 
Automobilea. depreciation. 68 



Bad aooooBta, SI. US-14. 178 
Balance 

per bank statement. 10 

per books. It 
Balance sheet accounts, audit of. 7- 
144 

audit, 4-6 

auditor's. 188 

comparison, model audit report. 
4iisert betioeen 818 and S17. 
828-24 

BnffUsh. 822 

InTentory. 82-88 

model audit report, 807-9. intert 
b^vfeen 812 and 818 

notes receivable discounted, 18 

statement, auditor's. 17 

timber companies. 248 
Bank. 211-19 

bfldance. excessive. 14-16 

eoLChanfe, 8 

reconciliation statement. 9-10 

statement, 10 
Bankrupts, 148 
Bar income, hotels. 801 
Bond and stockbrokers, 219-28 
Bond account. 122-28 

department, trust companies, 218- 
19 

discount, deferred charircs, 78-75 

retirement, schedule of. 280 
Bonds, 122-26 

interest account. 74-76 

interest on, 187 

UabiUty, 188-84 

mortcase. model audit r^;H>rt,809 

municipal, 286 

payable account. 176 

redeemed. 125 

refristered, 40 

sold below par, 78-75 

special assessment. 284-86 
Bonuses, 169, 275 
Book plates. 248 
Book publishers, 241-44 
Book value of land. 44 
Bo^ckeeplniT. clubs. 801 
Braach accounts. 266-69 

cost of sales. 258 

inventories. 267-68 

eAee% cash in transit, 14 
notes missingr. 18 

aeDlnir expenses, 186-87 
Breweries, 262-65 
Bodeet, municipal, 280 
Butlalnff account, 47-61 

contracts. 266 



BuUdinc and loan associations. 224- 

Buildinga. 47-61 

controlling account, 48-49 

flxed asset. 181 

manufacturing. 46-46 

model audit r^KMrt, 808 
Business brokers. 281-48 



CaneeUed notes. 86-88 

orders. 71 

tickets, theatres, 808 
Capital account. 68. 168-67, 197. 

287-28 
Capital aocounu. municipal. 286-86 

railroad, charges to, 196 
Capital stock account. 127. 214 
Capital stock and proprietorship 

Capital stock, buildins and loan as- 
sociations. 226 

corporations. 181^2 

insurance companies. 284 

model audit report. 809, 810 

net worth. 184-86 
Card register, hotels. 800 
Cash. 20 
Cash account. 7-16 

breweries, 264 

buildinc and loan associations, 225 

model audit report. 807 

theatres. 802-8 
Cash aocountinc. buildinc and loan 

assodaUons, 227-28 
Cash, asset, 179-80. 291 

audit in seneral, 14 
Cash balance, 12 

bank, 211-18 
Cash book. 12. 18, 189-90 

buildinc and loan associations, 227 

electric roads, 199 

investment companies. 280 

municipiO. 279 

life Insurance companies, 235 
Cash, countinr. IS 
Cash deposited in bank, 7-11 
Cash disbursements, 11 

record, posting from, 191-92 
Cash discounU, 29, 149-50 
Cash fares, electric roads. 198-99 
model audit report. 807 

in bank, 12 

In transit, branch offices, 14. 18 

income, of mcmufacturer, 150-61 

Items, inspected, IS 

JoumaL life insurance companies, 

stockbrcAers. 228 
Cash, model audit report 810 

on hand. 9. 12 
Cash receipts, accounts receivable, 14 

deposltai. 7 

record. 7. 8. 14. 86-87. 128-24. 
191-92 

stockbrokers, 228 
Cash records, notes receivable. 17-18 
Cash sales, department stores, 261 

inflated. 146 

retailer, 162-58 
Cash Uckets, hotel restaurant. 801 
Cashier, dube. 801 

department store, 260-61 



"\ 



Digitized by 



Google 



Index 



335 



Cataloir Inventory, 69, 171-72 

Catalogs, not deferred charge, 59 

Charge backs, 90 

Charge sales, department stores, 261 
UdEets, hotel restaurant, 801 

Charges, deferred, 69-77 

Charitable institutions, audit of, 802 

Charts, showing comparison, in audi- 
tor's report, 824 

Chattels, mortgaged, 142-48 

Checlu, 7-11 

Check register. 7, 11, 14, 190 

Check system, vouchers, 167-58 

Checking manufacturers sales, 149- 
61 
postings. 191-92 

Cigar income, hotels. 801 

Circulation revenue, publishers, 244- 
46 

City street railways, electric, 197-98 

Claims of agents, automobile manu- 
facturers, 277-78 

Classification of accounts. 179 

Classification, errors in, 188 

Clerical salariee, 187 

Client, auditor's attitude toward, 
827-81 

Club and hotel accounts. 299-802 

Club memberships, deferred charges, 
75 

Coal mines, audit of, 256 

CO.D. account, department storee, 
261 
sales, department storee, 261 

Collateral. 88-89, 86, 220, 225 

Collection department Bee Credit 
department 

Commissariat, timber companies, 250 

Commissions, 170 
of sales agents, 169 

Complete audit, 6, 11 

Consignments, 48, 91 

Consumers' ledger, electric light and 
power companies, 207 

Construction charge, 48-49 

costs, railroad, 197 
.Containers, breweries. 258-54 

Contents of auditor's report, 817 

ConUngent liabiUties, 19, 126, 189-44 

Continuous audit, 5-6 

Contract, guarantee, contingent lia^ 
biUty. 141-42 

Contract ledger, 204, 264, 281-88 

Contract reserve account, municipcd, 
282 

Contracts, architects, 269-70 
contractors, 264 
for purchases, contingent liability. 

land companies. 47 

municipal. 281—82 
Contracts, notes in payment of. 87 

salesmcoi, 169 

universities. 294 
Contractors, audit of, 268-67 
Controlling account, for buildings. 

Copartnership, articles of, 129 
Copyrights, intangible assets, 82-88 

publishers, 242-48 
Corporations, 180-88 
Cost accounting, contraxstors, 268-64 



Cost aooonnts, contractors. 268-64. 

2|6 
Cost, inventories valued at 81-82 
Cost of sales, 47, 185-86. 258 

model audit report 805 

comparison, model audit report 814 
Cost prices, 26, 27 

records, 189. 245 
Cost system, 25-26. 86-^7. 148-49. 

177. 2*4 
Costs, compared, model audit report, 
306 

factory. 177-78 

manufacturing. 186 

oil mills, 278 

peroentages, in auditor's report, 
818 

production, 6, 80 

trading. 186 
C.P.A. eraminations, 2, 881 

laws. 881 
Credit and collection, expense, 172, 

187 
Credit department elBciency, 21-22 
Credits, journal* to accounts receiva- 
ble. 22 
CrediU for returns. 174 
Cumulative oreferred stock. 183 
Currency. 12-18 
Current assets, 88, 88, 142-48 

model audit report, 810 
Current liabilities. 88 

model audit report, 810 
Customers accounts, stockbrokers, 

220—21 
Cut-oft inventories. 31 



Damage claims, 100-1. 202-S 
Damaged stock, inventory. 26 
Debit balances. 89-90 
Debts, against estates, 291 
DeducUon. contingent liabilities, 140- 

Deeds to lands, 44 

DefalcaUons, 14, 17 

Deferred charges, 55. 59-77. 165. 182 

adverUsing. 69-70. 171. 277 

licenses. 78 

mines. 255 

miscellaneous. 75-77 

organization and promotion ex- 
penses. 65-67 

rents, 76 

selling expenses. 70-72 

taxes. 78 

See aleo Depreciation. R^Mdrs. 
and Reserves. 
Demand loans, stockbrokers. 220 

notes, 87 
Department stores. 260-63 
Departmental profits, 262 
Deposit accounts, 275, 277-78 
Depositors' accounts, of banks. 218- 

Deposits, 8. 10-12 

sinking funds, 42 
Depreciation, defined. 10 i 

buildings. 49-50 

contractors. 266 

depariment stores. 263 
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drawings. 6S-67 

electric licht and power comiMuilee, 

207-308 
eleolrlc roads, 201 
eKoesstvcL 111, 117 
hotels. tOl 
inadequate; 128 
land values, 4^-48 
machlnerj* 6^-66 
raetkods for flsurlnc. 107 
mines, 286 

model audit report, 809 
munioCpal plants. 288 
and nm, profit. 81 
oOloe furniture and fixtures, 57 
oU mills, 272 
patterns. 58-87 
rates, 104-8 
reserr^ 48, 182-11. 122, 125, 184. 

tables, U. 8. GoTemment, 58 

telephone oompanies, 208 

theatres, 202 

timber oompanies. 258 

unproylded, 78 

Bee also Bepalrs. Reserves, ond 
Deferred cbanros. 
DetaU side of audit, 189-92 
Dlsbursemente, bank check. 7-12 

cash. It 

life InsuraDoe eonsanles, 227 

rounMpal, 281. 28f, 286-26 

per cheok register, schedule. 190 

railroad. 197 

record, secorltSes purdiased. 29 

stockbrokers. 222 

universities, 294 

fiTse alUo Bspendltures. 
Discontinued products. In inventory, 

29 
Discount account. 84-85 

bonds, deferred chargres, 78-75 
Discounts, 14, 22 

notes receivable. 19-20, 82 

notes parable^ 82-85 

schedule of. 127 
Disputed aooounta. 21 
Dividends. affeoM by organisation 
and promotion expense. 86 

cumulative preferred stock. IS 8 

declared, 100-102. 184. 128; model 
audit report. 269 

estates in trust. 292 



I comnaBles. 226 

model audit report, 208, 



'•'IS' 

policyholders', life Insurance com* 
paalea, 227-29 

stock. 128 

timber osmpaaSes, 246-47. 249 
Doubtful aooounts, reserve for, 112- 

14 
Drafts. 8 

Drawinee. depreciated. 68-67 
Does. 172 

in bawlneee organisations. 75 
Duplleato enlarges. 21 



BdueattosAl InstltuUons. 292-98 
Blectrtc Ugfat and power companies, 
audit of, 206-208 



Slectric roads, 197-202 
Bmployeee* acoounts, 22 
B^ncumbrances, municipal, 281-^2 
Bngagement memorandum, of audi- 
tor, 227 
Bnglish balance sheet. 222 
Bquipment account, 52-54 

and machinery, 52-67 

fixed asset. 181-82 

B9€ also Machinery. 
Bstates. accounting, 289 

in trust, 292-92 
Bxamlnations. special. 8 
Wrcess profits tax. 819-21. flee also 
federal excess profits tax. 

computation for, model audit re- 
port, 210-12 
Shcceeslve depredation. Ill, 117 
BbLchange, bank, 8 
Executive salaries, 187 
lO^eouters, of esUtes, 289-92 
BxhibitSk in auditor's report. 221 
Oxpendltures, architects, 270 

electric roads. 200-201 

estates in trust. 292 



in complete audit. 5 
unlvennti< "^ ' 



AUes. classified, 294-97 

flee also Disbursements. 
Blxpense. analysis of, 179 
ESxpense acoounts. 164-78 

administrative and general. 172 

adverUslng. 170-72 

bad debts. 178 

oommlsstons. 170 

deferred and a/3crued. 185 

extraordinary, 161-85 

fSoiory costs, 177-78 

freight and express, 176 

Interest on loans. 175-76 

legal. 17^78 

returns and allowances. 178-75 

salaries and wagee, 165-68 

seiUng and salaries. 169-70 

bHls distributed. 166-57 

numbered. 155 

chargee to, 11. 58, 58 

deferred, orepald rents, 75 

interest. 82 

legal, patents, 82 

reports, auditor's, 228 

under non-voucher system, 159-60 

under voucher system. 155-58 
Bxpenses, administration, flee Ad- 
ministration expensee. 

advertising, deferred, 70 

banks, 216 

business brokers, 222 

department stores. 262-68 

in auditor's report, 818 

extraordinary. 161-65 

land companies, 46 

municipal. 280 

organization. 65-68 

prepaid, deferred charges, 59 

promotion, 65-68 

seDlng. flee Selling 

thnber companies, 249- 
Bxpress, 176 
Elxtreordtoary expenses, 161-65 



Factory costs, 177-78 
pay n^ls, 167-68 
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Federal ezcees proflta tax, 99, 819-21 

model audit report. 810 

Inoome tax. 79. 99. 156. 819-21 
model axidlt report, 809. 810. 812 

reserve act, 218 
banks, nl-16 

board, rules for inventories. 26- 
80 
FicUUous notes. 17 
Financial insUtutions. 210-88 

misoellaoeoas. 228-88 
•Finisbed goods Inventory. 84-45 

production of. 85 
Finished products, inventory* 25. 28 
Fire insurance companies. 289-46 
Finished Inventory account. 242—48 
Fines, buildimr and loan associa- 

Uons. 226 
Fixed assets. 44-68. 88. 181 

connection with flxed liabilities. 
120 

inflated. 81 

revaluation. 184 

securfttos, ^8 
Fixed UabflitlM. 180-28 
Fixtures, ofllce. 67 
Footing, by auditor. 189-90 

cash Dook. 12 
Footnote statement, ef contingent li- 

ablUtles. 140 
Formula Inventories. 30-81 
f\>rmala. accrued profits, buildinir 
and loan associations. 226 

cross-profit teat. 86 

inventory (»f breweries. 258 

oil miU Dfoductlon. 272 

proof of sales. 147. 148 

TeDaira and depreciation. 109 

sales at cost, 151 
Francdiises. munidDal. 285 
Fraud, returns and allowances. 178 
Free list, theatres. 808 
fVeigfat and express. 176 
Freitrht earnings, railroad. 195-97 
Fund accounts, municipal. 280 

universities. 294 
Fimd ledger, municipal, 883 
Funds provided, sources and dispo- 
sition, model audit report, 809 
Furniture^ office. 67 



Oas companies. 808 
General expense^ 173 

apportionment, department stores, 
M2-68 
€reneral journal, footing. 189 

postinc from. 191-92 
General ledger accounts, charges to. 

footinJT. 189 

controuinsr account, accounts re* 
ceivaEle, 20 

petty cash fond acc6unt. 18 

securitlee, 89 
General office expenses. 187 

sales office expenses. 186 
Goods In process inventory. 85 

In transit, inventory, 26 
Goodwill, ll7 

account, charged to surplus ac- 
count, 82 



depreciation. 79-80 



. 182 
intangible asset. 78-82 
model audit report. 808 
valuation of. 80-82 
Gross-profit test. 27, 36-37 
Gross profits. In auditor's report. 818 

sales. 80. 149 
Guarantee by indorsement, contin- 
gent UabiUty. 141-42 



Horses, depreciation, 57 
Hospitals, audit of. 302 
Hotel accounts. 299-802 
revenue* analysed. 299 



Improved real estate ledger, of land 

ImprovemeEta, luiid compisLnlee. 46-47 
InclWBlon III Bh^rt, cg^iunireiit llabll- . 
Itlea, U9-40 ^ 

Inoome, 5. 179 

advartlalnE. 292 

archJtecta, 269 

automobile manufHactUl^rft, 277 

banks, »1& 

bars, holelB, 301 

baildJng and loan aesoclatlons. an« 

bUFfncss brokers* 23^S 

cash* 8e9 Caeh Income, 

ctgars, hotels, 301 

el&ctrtc iJ^ht ami power companies. 
20(1-207 

electHc roads, 198-SOO 

Are Lti^uranci? cornxmExlfeii, 240 

fretgtiL. electric rOHds+ 1^19 

investment rem pan! ej, 230 

life* Insurance compunlea, 285—38 

misoellaneous. S^c Miscellaneous 
Incotne* 

muulcJpftL 2S0-^1, 2Sf» 

period I car and newspaper. 244 

profenijona] men, 2f7-ti8 

publishers, 341-42 

railroads, 195 

rcat&tir&nta, hotels, 300^1 

rooni^« hotels. 299-300 

schedule af. 155 

tax, fedcTHl, 79, lEfi 

federal and fttatet. 9!^-IOO 
laws, of l&ie,l917, 138 
law, of 1913. se 

tnlephbne con^panlea, 204 

trust compaJilea. 213^ 

ijnlveralUeo, 2S4, 2S7-9S 
Income amount*, 145— S^J 

m a n u f actur era' , J 1 7- 4 3 

murlcJpaJ, 285-Se 

nutnbej'ed^ 155 

i^etaJlera. 151-53 

wholesalerB, t&L-53 
Individual pro pHeior ship?, 127-28 
Indorsement, conting-ent liability. 

141-142 
Initiation fe*'^, bii!1dlng and loan as- 

Insurance, automobile manufacture 
ers, 275 
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poUciw, on buUdlnn, 60-51 

pr«Mld, deferred charge. €0 

register, 60 
Intangible aaaets, 78-88 
Intereet, accrued. llabiUty. 95-97 
mortgages, 121 

aad discount, schedule of, 187 

bonds and loans, model audit ra* 
port. 805, 809 

bonds, municliMU. 884-85 

drafts. 8 

expense, 68, 97. 175-8 

in auditors' report, 818 

loans. 175-78 
building and loan associations, 

225 
model audit report, 309 

prepaid, deferred charge. 62-4S5 
Interline accounting systems, rail- 
road. 196 
Interstate commerce act, amend- 
ments of 1906, 194 

commerce commission, 194-95, 198 
Interurban lines, electric, 197-98 
Inventories, 24-87 

assets, 180 

beginning, 84 

books, publishers, 241 

breweries. 258 

by the auditor, 88-85 

dieck for excessive sales, 146 

contractors. 264 

departmwit stores, 268 

end. 809 Bnd inventory. 

estates. 290 

llnishea goods, 84-85 

goods in process, 85 

gross-prollt test, 86-87 

model audit report. 807-8, 310 

perpetual, 86, 59 

procedure. 25-80 

repair parts, 278 

textile mills. 274 

valuation of, 81-88 
Inventory account, advertising sup- 
plies and catalogs, 69 

hotels, 801 

oil mills, 272 

returns and allowances, 174 
Inventory sheets, inspection of, 27 
Invested capital, model audit report. 

810 
Investment account, investment com- 
panies, 280 

securiUes, 88-89 
Investment brokers. 229 

companies, 229-81 
Investments, assets, 180-81 

endowed schools. 298 

fire insurance companies. ?40 

life insurance companies. 238 

plant. 48 

securlUes. 88-41 

sinking funds. 42-43 

surplus funds, insurance com- 
panies, 284 

trust companies, 219 
Invoices, from vendors or creditors, 

purchase. Inventory, 26 



Job printing, publishers. 246 
Journal credits to accounts receSva- 

ble. 2% 
Judgments, a lien, 125-26 

bad accounts, 21 

unpaid, interest on, 176 



lAnd account, 44-46 

companies. 46-47 

flxedasset. 44-46, 181 

model audit report, 308 

values, depreciation, 45-46 
Lawyers, 269 
L«edger, accounts payable, 89-92 

generaL See General ledger. 

improved real estate. See Improved 
real estate ledger. 

land companies, 46-47 

lot See Liot leidger account. 

posUng, 191-92 

property. See Property ledger. 

suspense, 21 
Lieft-overs, periodicals, 244 
Liegal expense, 172-78 

accrued liability, 100-1 

extraordinary, 162 

patents, 88 
liSgal reserve, life insurance com- 
panies, 238 
Uabflitles, accrued. 94-102 

automobile manufacturers, 275 

conUngent, 19, 126, 189-44 

covered in audit, 136 

cumulative preferred stock, 183 

current. 88 

fire insurance companies, 240 

fixed, 120-26 

for contracts, expenses, purchases, 
92 

for goods sold on consignment. 91 

in balance sheet audits, 4-:5 

in complete audit, 5 

life insurance companies, 239 

municipal, 281-82 

notes receivable discounted, 63 

numbered, 155 

partnerships, 129-30 

promotion^ contracts. 68 

schedule of, 188-84 

timber companies, 248 
Liability, auditor's special examina- 

Uon. 6 
License account, breweries, 76 
Licenses, deferred charges. 73, 75 

municipal, 285 
Lien, water tax. 209 
Liens, against bank balance. 14 

against land, 44 

miscellaneous, 125-26 

against mortgaged property, 41 

of sub-contractors. 266 

tax. municipal, 284 
Life Insurance companies, 235-40 
Loan registers, building and loan as- 
sociations. 226 

stockbrokers, 220 
Loans, insurance companies. 234-85 

Interest on, 176-76, 187 

notes given for. 84-87 

to officers, of banks. 214 
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Local fMrvlce, telephone, 204-205 
Lot ledger account, or land com- 
panies, 4S-4V 



Machinery account, 62-54 

and equipment, 52-57 

and equipment ledger. 54 

and factory equipment, model au- 
dit report. 808 

fixed asaet, 181-82 

inventory,^ 29 
Masrazlne advertisinfiTt "0 

publishers, 244-46 , ^ , . 

Maintenance charges, electric roads. 
200-201 

deferred charges. 76 

MlSSSSfent'S^ interest in auditor's 

report, 821 
Manufacturers' income accounts, 
147-49 ^ 
sales, 149-51 ^ ^,^*^^ 

Manufacturing accounts, electric 
light and power companies, 
206-207 
costs. 186 ,_ ,.^p 

department, gas companies. 208 
Margin accounts, stockbrokers, 222 
Market. Inventories valued at. 81-83 

prices, inventory. 27 
Mechanical side of audit. 189-98 
Mechanics' Uena, 125-26 
Membership dues, clubs. 301 
Meter-readers' records, electric llgnt 

and power companies. 207 
Mileage books, salesmen's, 170 
Mines, audit of. 255-56 ^ , 
Minute book, building and loan eLSSO- 
dation, 225 
clubs, 801 

cottUngent UablliUes. 142-48 
importance of Inspecting. 143-44 



legal expense, 178 
Uabll" • '^'^ 



.utilities, 90 

liens. 186 

liUgation. 101 

loans. 85 
Miscellaneous Income account, 151 

sales, oil mills. 272 
Model audit report. 804-16 
Mortgages. 120-22 

building and loan associations. 225 

investment. 41, 285 

liability. 188-84 ^ ^^ 

payments on, 124-25 
Moving picture theatres. 803 
Municipal accounting systems, pro- 
cedure, 287-88 

accounts. 279-88 

Income, schedule. 280-81 

sinking funds, 48 



NaUonal banks. 211-16 

Net earnings. 80 

Net profits, affected by organisation 
and promotion expense. 66-67, 
175, 818 
model audit report, 805 

Net working capital, model audit re- 
port. 810 



Net worth. 6. 66-67. 188-86. 188, 822 

individual, 128-29 

partners, 180 

schedule of, 184-86 

treasury stock. 182 
Newspaper advertising. 70 

publishers, 244 
Nonproductive land. 44-45 
Non-voucher system, audit under. 

159-60 
Notes, 16-20, 85-89 

building and loan associations. 225 

contingent UabiUty, 148 

of banks. 214-16 
Notes payable. 62-65, 84-89. 175. 183 

model audit report, 308, 310 
Notes receivable. 16-20. 180 

discounted, 19-20, 68. 140-41 

model audit report, 807. 810 



Obsolescence, charge for, 168-64 
Obsolete assets. 81 

stock. Inventory, 26 
Ofllce furniture and fixtures, 57. 172 

model audit report, 808 
Oflloe supplies. 172 
Ofllcers' and employees' accounts. 23 

expenses. 172 
Oil mills, i71.74 
Operating accounts. 136. 197 
Operating cost, charges. 58. 200-201 

expense, 68, 81 
Orders cancelled, 71 

filled. 160 

future delivery, 71 
Organisation and promotion expenses. 

65-68 
Orphanages, audit of. 302 
Out-frei^t. 149 
Overhead costs. 177 

expense, textile mlUs, 274 
Overpayments, 90 



Padding pay rolls, 166-67 
Partial shipments, inventory. 28-29 

deliveries. Inventory. 29 
Partnerships. 128-80 
Passenger earnings, railroad. 195-96 
Past-due accounts, 20-22. 90. 176. 
287 

notes. 19 
Patents. 82-88. 182 
Patterns, depreciated. 56-57 
Pay roll records, building. 48 
Pay rolls. 98. 165-68, 189. 198 

contractors. 264-65 

department stores. 262 

electric roads, 199 

hotels, 801 

mines, 265 

publishers. 846 . 

telephone companies, 205 

timber companies. 250 
Payments for losses, fire Insurance. 

240 
Peroentages for comparison, audi- 
tor's report, 824 
Periodical publishers. 244-46 
Perpetual inventory. 36. 59. 152, 207 
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iMokTiiit i»i-»2 
fODiL waoM audit report, SOT 
vouelMrs, 168 
Plant. lnvMtaa«Bt In. 48 
FbHcUp, IntmnuMO^ 61 
PottCTholtert* aoooonts. life 

ano^ 887 
Poatasa. Its 

Foatdatad lavoleai, for Inventory. 88 
PMUnffB. cfaookinc* 181-88 
Power to analyse, 1 
Premhtma. lire Ineuranoe. 840 
on ea^tal etook eoM. 114 
on loane. building and loan aaso- 

dadofie. 225 
on poUdett Hfe Insttranoe, 888 
Prepaid adTertlalnc. deferred charia, 
88-78 
Inavanoe. 88-88 

model aadn report, 808 
Intereet. 88-^4. 88 
rente. 75 

70-78 



78 

PreMrtptlon. physldanB'. 887-88 
Price maklnff. affected by bad debta. 

Pricea for work In progreM. Inven- 

Pridna. <£ansee In. 8 
Procedure, beake. 811-16 

buelnee* brokers. 888 

contingent UablUtiee. 188 

estates In trust. 298 

invsntory. 86-80 

llablllUes. 80-82 

municipal aooountlnff systems. 287- 
88 

non^oucher system, 159-60 

seHlBff expenses. 71 

timber companies. 247 

vonchlnv. 157--68 

with working papers. 825-28 
Production of finished goods. 86 

records. 146. 262 
ProducUve land, 44-45 
Professional men, audit of accounts, 

287-70 
Profit and loss. 28. 41. 64-66. 184, 
186-88 

investment companies, 281 

sUtement. 188, 822-28 
model audH report. 818 

timber companies, 247-48 
ProAto. 129. ill 

bulldlnff and loan associations, 228 

contrax!tors. 264-66 

Investment companies. 280 
Promotors. swlndlina, 228-29 
Property account. 4^6. 48-49. 156 
Proprtetorehlp account, 127-8S 
Proprietary aoeounts. municipal. 279- 

80 
Protested nota 20 
Provision, equivalent to 'Reserve," 

108 
Public service oommlsslons 194, 204 

companies, 184—06 

fadmes, municipal. 286 
Publishers. 241-46 
Purchase Invoices. 26« 269 



reserve^ lire Insuranoew 



Pnrcliase ledger, municipal. 281-88 

orders and contracta, 148, 281-88 

record, 189. 191-92 
Purchasee, 87, 198 

automobile manufacturers, 876-77 

contractors, 264 

department stores, 261 

oa mills. 272 
Purchasing department, mualdpaL. 
286—7 



Railroads, 195-07 

Rates, depredation, 60. 104-6 

Raw materials. 6. 27 

Reasons for auditor's engagement. 

Real estate account, flee Unim- 
proved real estate account 
Raodpta, 8, 11-18 
per ceah book. 0ee Cash book. 
manldpaL 888 
Raodvlnc&rk's certificate^ 167 
Raoaaatraotlen charges, electric 

roads. 801 
RMlatratlon, hetsia, 800 
Rorasnranoa 

840 

Renewals, bine fer. 166 
Renewed notes, 18-80 
Rents, mualdpal, 286 
Repairs, 76, 1047107-9. 166 
machlaery. 62-66 
oil mifls, f78 

See also Depredation, Reservei. 
amd Deferred charges. 
ReplaaemenU, 68-66. 76. 156 
Report, auditor's, final form, 830 

preparation of. 880-31 
Reserves. 108-19 

bad and doubtful accounts. Zl, 
118-14. 178. 180 
model audit report. 810 
dapredaUon. 50. 68-54. 103-11. 

133. 136 
discounts. 116-16 
lire Insurance companies. 240 
Income tax, modd audit report 

810 
Investment companlee. 881 
ludaments. 126. 202-3 
legal expense. 116 
Uens. 266-6T 
eontracts. 29. 266 
notes recdvahle. 16-17, 18. 38-4t. 

securmes. 89-40 

suspense accounts. 178 

life Insurance companies. 237 

schedule of, 184 

secret. 118-19 

special, 184 

899 al»o Depreciation. Repairs, and 
Deferred charges. 
Restaurant Income, hotels. 300-4. 
Results of operations, model audit 

report. 306-6 
Retailers. Income accounts. 151-53 
Returns and allowances. 23. 149, 173- 

76. 189. 198 
Revenues, municipal. 280 
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jxosA 8«Ulnff eocpenae. If 6 
Boom ledger, hotels, SOO 

reireBtM, clubs. 101 ^ 

Royalties, aotomobUe manutectnrers. 
27fr>76 

mines, 256 



Salaries, aocnwd. »»-t9 
audit of. iiMe 

talesifcone companies, M5 
gee Administration expenses. 
Sales. 85 

account. IIS, 152. 276 

applianees. 207 

breweries. 262^ , 

cash. B0€ Cash sales. 

charres, 14 ^ ^^^ 

checited. 149-51. 198 ^ ^ 

clerks' books, department stores. 

261 
commissions. 100-101, 169 
oompared. model audit report, 806 
cost oL flss Cost of sales, 
department stores, 261 
excesslTe. 145 
acwuL Bee Gross sales. 
Ibflatod. 146-47 
journal. 191-«2 
land eompaniss. 47 
mines. 256 ^_ _^ .._ 

net. model audit report, 805 
oil mlUs. 272 
ordars, 149 

timber companies, 246, 248-49 
Salesmen's traveling funds, model 

audit report, 867 .^ ^ - 

Savinfls account, surplus cash funds, 

banks. 217-18 , ^, ^ 

Scfaedtde, aooouats receivable proof, 

administration expenses, 187 

asseU, 179-82 

assets and lishlUties, timber com- 

panisa* 848 
balanoe of cash per bpoks^ 10 
bank reoenclliation, 9 
becinnteff inventory. 84 
bond retirement, investment cpm- 

bulVunffaocount, 49 

cash aeoount, 8-9 

eaah balance. 12 

cash book, receipts per, 190 

contraotors' coats, 264 

cost of sales, 186-^6 

depreoiaUon. 109 

dtsbursenseDts per diock register. 

199 
discounted bonds retired, 74 
asoovnts, 65, 187 
dividend, timber companies, 249 
eKtraordinary expenses, 168 
finished goods inventory. 84r-85 
formula mveatories, 80 
goods in process inventory, 86 
industOQ in short of contingent 

liabilities, 189-40 



income. 185 

interest and discount, 187 

liabilities, 188-64 

loans disoounted, 64 

munkdpal income. 280-81 

net worth, 67, 184-85 

notes payable, 84 

notes reoalvablo discounted, 19 

partial payments on contimots. 265 

physicians' accounts. 267--68 

prepaid interest account. 68 

production of finished goods. 85 

proAt and loss, timber companies. 

£47-48 
reserves, 184 

MiDing expenses. 186-87 
stooknrokers' customers' accounts, 

stores records, 88 

timber companies, 247 

unfinished contracts accounts, con- 
tractors, 2M 

iBes also Formula. 
Schedules, in auditor's report, 821 
8oope of audit, model audit report, 

of auditor's report, 817 
Scrap sold, income, 151 
Secret reserves, 116-19 
Securfties. banks, 211-18 

inveetmenU in. 88-41 

life insurance companies. 288-89 

of subsidiary company, 88 

on hand, stockbrcriters, 221-22 

on margin, 40-41 

sinking fund, 48 

surplus cash fund, 15 
Security for notes, of banks, 214-15 
Security registers, life insurance 

companies. 288 
Selling and administration expenses, 
comparison, model audit re- 
port. 306, 816 
SeUiBg expense accounts, 169 

deferred, 72 
SeHbsg expenses and salaries. 169-70 

land companies, 46 

prepaid, deferred diarges, 76-72 

schedule of. 186-87 
Senior auditor's duMee. 827-29 
Service files, compared with pay 

rolla, 167 
Services, notes in payment for. 88-89 
fund, for depredation, 109- 



provlslons, for bonds, 122-28 

reserve account, 115 
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